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EXPLORING ALTERNATIVE SOLUTIONS ON
THE INTERNET SALES TAX ISSUE

WEDNESDAY, MARCH 12, 2014

HOUSE OF REPRESENTATIVES
COMMITTEE ON THE JUDICIARY
Washington, DC.

The Committee met, pursuant to call, at 10:08 a.m., in room
2141, Rayburn Office Building, the Honorable Bob Goodlatte
(Chairman of the Committee) presiding.

Present: Representatives Goodlatte, Coble, Smith of Texas,
Chabot, Bachus, Issa, Forbes, King, Franks, Gohmert, Jordan, Poe,
Chaffetz, Marino, Gowdy, Labrador, Farenthold, Holding, Collins,
DeSantis, Smith of Missouri, Conyers, Nadler, Scott, Lofgren, Jack-
son Lee, Cohen, Johnson, Pierluisi, Chu, Deutch, Bass, Richmond,
DelBene, Garcia, Jeffries, and Cicilline.

Staff present: (Majority) Shelley Husband, Chief of Staff & Gen-
eral Counsel; Branden Ritchie, Deputy Chief of Staff & Chief Coun-
sel; Allison Halataei, Parliamentarian and General Counsel; Daniel
Huff, Counsel; Kelsey Deterding, Clerk; (Minority) Perry
Apelbaum, Minority Staff Director & Chief Counsel; Danielle
Brown, Parliamentarian; and Norberto Salinas, Counsel.

Mr. GOODLATTE. Good morning. The Judiciary Committee will
come to order. And without objection, the Chair is authorized to de-
clare recesses of the Committee at any time.

We welcome everyone to this morning’s hearing on exploring al-
ternative solutions on the internet sales tax issue. And we will take
note that this morning Sir Tim Berners-Lee, who is widely credited
as being the inventor of the worldwide web, announced that today
is the 25th anniversary of the internet, so we will take note of that
as well. I think Sir Tim Berners-Lee has more credibility on the
issue.

I will recognize myself for an opening statement.

Over the last 3 years, shopping center foot traffic has fallen 50
percent. In January, JC Penney announced it would close 33 stores
and cut 2,000 positions. Radio Shack is shuttering about 500 retail
stores nationwide. Most recently, Staples announced that it will
close 225 stores over the next year.

Meanwhile, internet commerce is booming. Fourth quarter U.S.
retail e-commerce sales were $69.2 billion, up 16 percent from the
same period in 2012. With e-commerce just 6 percent of total retail
sales, there is much room for continued rapid growth. In part,
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these trends reflect structural advantages internet retailers enjoy,
like lower store overhead.

Congress should not interfere in the natural evolution of the
markets. However, many argue that unfair sales tax laws are con-
tributing to these trends. Congress should examine this problem
and potential solutions.

In Quill v. North Dakota, the Supreme Court reaffirmed a long-
standing rule: sellers cannot be forced to collect sales taxes for
States in which they have no physical presence because compliance
would unduly burden interstate commerce. The commerce clause
requires physical presence in order to address structural concerns
about the effects of State regulation on the national economy.

Under the Articles of Confederation, State taxes had hindered
interstate commerce, and the commerce clause sought to remedy
such burdensome State laws. However, the Supreme Court has also
indicated that Congress has the ability to relax the physical pres-
ence test if Congress determines that there is no longer a burden
on interstate commerce by the State activity in question.

Traditional retailers argue that the physical presence test puts
them at a distinct disadvantage to their online counterparts who
do not collect sales tax. Numerous retailers have brought Congress
personal examples of what they call show rooming. Consumers go
to a store, draw on the retailer’s knowledge, and then buy the item
online specifically to save the sales tax.

Technically, consumers in the 45 States with a sales tax still owe
it if it is not collected by the seller. This nearly identical obligation
is known as a use tax. However, it is widely ignored by consumers
and unenforced by States for both practical and political reasons.
States estimate the annual lost revenue at $23 billion.

The Senate solution to this problem, the Marketplace Fairness
Act, ostensibly lets states that simplify their tax rules force remote
sellers to collect. In practice, the bill suffers from fundamental de-
fects in 3 categories. First, the tax is already owed, but the public
still views the bill as Congress taxing the internet. In a June 2013
Gallup poll, 57 percent of Americans opposed it. Opposition among
young voters was 73 percent.

Second, compliance was not sufficiently simple. The bill required
states to provide free software, but did not address integration
costs. Furthermore, compliance software does not help the direct
mail industry, and the bill provides no method for handling use-
based exemptions common in agriculture and medical device sales.

Other complications abound. Compliance costs estimates vary
widely. There are over 9,600 taxing jurisdiction, and the Affordable
Care Act experience has left voters wary of highly-touted software
solutions.

One of the most significant defects is that the bill exposes remote
sellers to multiple audits in jurisdictions in which they have no
voice. Legislators prefer to impose taxing burdens on those least
able to hold them accountable. That is why hotel taxes are so
high—18.27 percent in Manhattan. These taxes fall primarily on
out of towners who cannot vote. Similarly, remote sellers have no
direct recourse to protest unfair or unwise enforcement, making
them prime targets.



3

That said, the Committee is sympathetic to the plight of tradi-
tional retailers. It is serious about searching for a solution that the
various parties can accept. The issue is just far more complex than
it seems at first glance. If Congress is to act, it must do so delib-
erately and precisely to avoid a cacophony of 9,600 taxing jurisdic-
tions fighting over what is required.

Accordingly, on September 18, 2013, the Judiciary Committee
published seven principles regarding remote sales tax. The prin-
ciples were intended to spark fresh, creative solutions. In the
months following, the Committee received a number of ideas in re-
sponse to the principles.

This hearing will examine these ideas in depth. One witness rep-
resenting each idea the Committee would like to explore will advo-
cate for it and defend it against criticisms from fellow panelists.
The merits and shortcomings of each approach will be exposed. The
aim is to start winnowing down the proposals to see if there are
any that can garner support from all sides.

There have been more than 30 congressional hearings on this
issue since 1994. New approaches are needed, and these witnesses
will present some today. I look forward to their testimony and ask
everyone to keep an open mind, and hope no one finds today’s pro-
ceedings too taxing. [Laughter.]

And it is now my pleasure to recognize the gentleman from
Michigan, the Ranking Member of the Committee, Mr. Conyers, for
his opening statement.

Mr. CONYERS. Thank you, Chairman Goodlatte, and Members of
the Committee, and our distinguished witnesses, including a
former Member. Today’s hearing focuses on alternatives to those
prior legislative initiatives, and I welcome the discussion on these
ideas.

State governments rely on sales and use taxes for nearly one-
third of their total tax revenue. Yet as more Americans purchase
more of their goods on the internet, the State receives less in sales
tax revenue. For example, in my State of Michigan, the Depart-
ment of Treasury estimates the total revenue lost to remote sales
will total $290 million this Fiscal Year.

Lost tax revenues mean that State and local governments will
have fewer resources to provide their residents essential services,
like education, and police, and fire protection. It also means fewer
funds to pay for basic necessities, like salt to melt the ice and snow
and asphalt to fill the potholes.

Uncollected sales taxes also have a negative impact on our local
communities. Fewer purchases at local retailers obviously translate
to fewer local jobs, and eventually the closing of stores. The unfair
advantage that remote sellers have by not collecting sales taxes
hurts us all.

Congress should not delay any further.

In its 1992 Quill decision already referred to by the Chairman,
the Supreme Court recognized that Congress is best suited to de-
termine whether a remote seller must collect sales taxes. Congress
has yet to make that critical determination. And so we owe it to
our local communities, our local retailers, and State and local gov-
ernments to act before the end of this year.
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I am pleased that today’s hearing provides us the opportunity to
take that next step toward resolving this issue. Although I would
prefer to mark up the Senate-passed Marketplace Fairness Act and
to consider amendments to further improve it, I welcome the oppor-
tunity to hear workable alternative proposals. This issue is a prime
opportunity for all of us to work on a bipartisan basis on legisla-
tion, but it is imperative that we do so this year.

So I thank Chairman Goodlatte for holding this hearing today,
and I stand ready to work with him and all Members of this Com-
mittee to move legislation through this Congress. But we should
not delay any further. Thank you. That concludes my statement.

Mr. GOODLATTE. Thank you, Mr. Conyers. I appreciate the good
bipartisan work that has gone into this effort thus far, and we look
forward to continuing that.

Before we hear from our witnesses, I am going to ask unanimous
consent to insert in the record a series of letters sent to the Com-
mittee in advance of the hearing. Many folks have wanted to tes-
tify. There are limits on the numbers who could. Some of these let-
ters are in favor of particular approaches, others are opposed, but
all are generally supportive of the process the Committee has put
in place.

They are from the Cigar Association of America; the Consumer
Electronics Association; the International Council of Shopping Cen-
ters; the Streamline Sales Tax Governing Board; the National As-
sociation of Electrical Distributors; the National Association of Re-
altors; the Agricultural Retailers Association and National Council
of Farmers Cooperatives; Amazon.com; the City of Plano; National
Association of Real Estate Investment Trusts; and the National Re-
tail Federation.

Without objection, they will all be inserted into the record.

[The information referred to follows:]






T'he Marketplace Fairness Act would place crippling burdens on intcrstate commerce, and would
negatively affect thousands of businesses. The bill would be especially daniaging to the S6
billion cigar industry, which employs tens of thousands of workers in America and abroad. If the
Marketplace Fairness Act becomes law, we expect to lose 30 percent of our sales of premium

For many online businesses, the Marketplace Fairness Act will mean the difference between
aperaling profilably and closing shop. We are asking you to stand up for real fairness for
business owners and consumers and to defeat this blatant attack on American online commerec.

Singerely,
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The Honorable Robert Goodlatte
Chairman

House Judiciary Committee

2138 Rayburn House Office Building
Washington, DC 20515

Cc:The Honorable Jim Sensenbrenner
The Honorable Howard Coble
The Honorable Lamar Smith
The Honorable Steve Chabot
The Honorable Spencer Bachus
The Honorable Darrell Issa

The Honorable Randy Forbes
The Honorable Steve King

The Honorable Trent Franks
The Honorable Louie Gohmert
The Honorable Jim Jordan

The Honorable Ted Poe

The Honorable Jason Chaftetz
The Honerable Tom Marino
The Honorable Trey Gowdy
The Honorable Raul Labrador
The Honorable Blake Farenthold
The Honorable George Holding
The Honorable Doug Collins
The Henorable Ron DeSantis
The Honorable Jason Smith

The Honorable John Conyers
Ranking Member

House Judiciary Committee

2138 Rayburn House Office Building
Washington, DC 20515

The Honorable Jerry Nadler

The Honorable Bobby Scott

The Honorable Zoe Lofgren

The Honorable Sheila Jackson Lee
The Honorable Steve Cohen

The Honorable Hank Johnson
The Honorable Pedro Pierluisi
The Honorable Judy Chu

The Honorable Ted Deutch

The Honorable Luis Gutierrez
The Honorable Karen Bass

The Honorable Cedric Richmond
The Honcrable Suzan DelBene
The Honorable Joe Garcia

The Honorable Hakeem Jeffries
The Honerable David Cicilline

Dear Chairman Goodlatte, Ranking Member Conyers, and distinguished Judiciary Commitiee
members:

As the members of this Committee well know, requiring out-of-state retailers to collect sales
taxes for products sold over the Internet, in catalogs, and through radio and TV ads and sent to
the state where a shopper lives, is an issue of great interest and contention. States and localities
certainly have a rightful claim to collect revenue that is generated in their state; however, a major
question before your committee is whether is it lawful to force businesses to collect sales tax for
other states, counties and cities. The Marketplace Fairness Act (H.R. 684) that currently resides
in your committee’s jurisdiction seems to be the legislation that will deliver the mechanisms to
coliect sales and use taxes generated through E-Commerce and other remote sales.

There have been many voices heard on whether H.R. 684 should be enacted into law as written.
The Agricultural Retailers Association (ARA) and the National Council of Farmer Cooperatives
(NCFC) would like to bring to your attention an issue within the underlying bill that potentially
could be a big problem for many industries if not favorably resolved. Agricultural retailers play
a vital role in the agricultural community. Our members supply farmers and ranchers with
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essential crop inputs such as seed, feed, fertilizer, crop protection produets and the agronomic
counsel to accompany those products. Given the nature of their day to day transactions, our
members encounter a great deal of tax exemptions due io the products we sell and to whom we
are selling these products. One of the most common “product-use™ exemptions applies to
products used in agricultural production (farming). Most states provide an exemption for
products used in farming; however, state laws vary dramatically in the extent to which the
excmption applies to the myriad of products, equipment, supplies, fuels, repair parts and other
items used in farming and typically found on our shelves. Furthermore, published guidance on
eligibility for the farm exemption (to specific products) is often difficult for even the most
diligent of farm suppliers to find.

As you are aware, H.R. 684 provides two paths for sales and use tax collection. Those states that
are streamlined will function within that capacity and un-streamlined states will adhere to
minimum simplification requirements. In its current form, HR. 684 does not provide
simplification for “product use” exempticns. As a result, this legislation will dramatically
increase the burden on remote sellers whese produets are subject to “product-use™ exemptions.

Currently, the Marketplace Faimess Act would require remote sellers of agricultural products to:

® Obtain a properly completed and signed sales tax exemption certificate from each
purchaser claiming the farming exemption from sales tax. Such certificates must be
retained and produced years later for sales tax audits.

= Many states require agricultural exemption certificates that are unique to their state
(There is very little uniformity among states with agricultural exemptions),

s A number of states require farmers to register with the state, as frequently as annually, to
obiain a numbered permit allowing them to claim the agricultural exemption. The seller
must then obtain a copy of the permit (and renewals) to defend against sales tax audits
which may occur years later.

e In addition to the burdens arising from obtaining and retaining proper exemption
certificates, remote sellers of agricultural products would also be required to perform
detailed analyses of each state’s laws to determine which products would or would not
qualify for the farming exemption in each state. Remote sellers would also have to
constantly monitor each state for excmption changes resulting from new laws,
regulations, court cases, and/or rulings issues by each state’s tax authorities.

Additionally, the notion that free software is the solution to fix all of the issues within this
legislation is troubling to agricultural retailers. Agricultural retailers, like many other businesses,
have deeply personalized software programs they have used over many years to accommodate
their individual business needs. Many hours of high-waged labor would be required to
implement and care for this “free” software that would in no-way address our concerns regarding
product-use exemptions. Simply put, this software would not be the easy fix for the agricultural
retail industry and it seems that others who have to deal with product use exerptions would feel
the same.

Tn summary, H.R. 684 would place heavy burdens on agricultural retailers if enacted “as is.”
Agribusinesses will have to study the laws of all states that impose sales tax, determine
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application of those laws to the seller’s product line, and obtain and retain exemption certificates.
All of these additional efforts and expenses will be necessary solely for the purpose of defending
agribusinesses from state tax audits, where the majority of such sales would have been eligible
for an exemption in the first place. If this existing language becomes law, the transaction
reporting requirements and matrix updating responsibilities of these product use tax exemptions
would fall upon the retailers. The costs associated with these obligations would be a major
deterrent for agricultural retailers currently involved in E-Commeree and it will also likely
prevent other agribusinesses from expanding into an online model in the future. This law should
provide for appropriate and lawful tax collection within the existing framework, not become a
barrier to interstate commerce. While our members appreciate the concerns of the States and
“Main Street,” ARA and NCFC cannot support the Marketplace Fairness Act as written.
However, as the process moves forwards, we hope to work with the members of this Committee
and others within the sales and use community to find a workable solution.

Thank you for your consideration of our views. Should you have any comments or concerns,
please contact Jeff Sands, Director of Public Policy for the Agricultural Retailers Association at
jeff@aradc.org or 202-595-1705.

Sincerely,

Agricultural Retailers Association
National Council of Farmer Cooperatives
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Mr. GOODLATTE. We welcome our distinguished panel today, and
if you would all rise, we will begin, as is the custom of this Com-
mittee, by swearing you in.

[Witnesses sworn. ]

Mr. GOODLATTE. Let the record reflect that all of the witnesses
responded in the affirmative. Thank you. And I will begin by intro-
ducing Mr. Stephen Kranz, a partner at McDermott Will & Emery
in Washington, D.C. He engages in all forms of taxpayer advocacy,
including audit, defense, and litigation, legislative monitoring, and
formation and leadership of taxpayer coalitions.

Steve is at the forefront of State and local issues, including de-
velopments arising in the world of cloud computing and digital
goods and services. Mr. Kranz was recognized by State Tax Notes
as one of the top 10 tax lawyers and as one of the top 10 individ-
uals who influenced tax policy and practice for 2011.

Mr. Kranz received his B.A. magna cum laude from the Univer-
sity of North Dakota and his J.D. with honors from Drake Univer-
sity Law School.

Mr. Will Moschella is a shareholder at Brownstein Hyatt Farber
& Schreck. He previously served as principal associate deputy at-
torney general for the Department of Justice, advising the deputy
attorney general on a range of law enforcement, national security,
and general administrative matters. In 2003, the Senate confirmed
him as assistant attorney general for the Office of Legislative Af-
fairs.

Mr. Moschella has also served in a number of high-profile Capitol
Hill positions, including chief counsel to the House Judiciary Com-
mittee and general counsel to the House Committee on Rules. Mr.
Moschella received his B.A. from the University of Virginia and his
J.D. from George Mason University School of Law.

Mr. JAMES H. Sutton, Jr. is a shareholder at Moffa, Gainor &
Sutton. He concentrates on Florida tax matters with an almost ex-
clusive focus on Florida’s sales and use tax. He has been a licensed
certified public accountant since 1994 and a licensed member of the
Florida Bar since 1998. Mr. Sutton has 8 years of experience han-
dling a wide variety of State tax planning and consulting work for
Fortune 1000 companies.

Mr. Sutton is an adjunct professor of law at Boston University
and Stetson University College of Law, where he teaches State and
local tax, accounting for lawyers, and sales and use tax law.

Mr. Sutton is a graduate of Stetson University, received a mas-
ter’s from Mississippi State University, his J.D. from Stetson Uni-
versity College of Law, and his master of laws in taxation from the
University of Florida, Levin College of Law.

Mr. Joe Crosby is a principal at MultiState Associates Incor-
porated. Previously he spent 11 years as chief operating officer and
senior director on policy with the Council on State Taxation, an as-
sociation representing 600 of the Nation’s largest companies on
State and local business tax issues. He is a nationally recognized
expert on State on local business tax policy.

Prior to his work with the Council on State Taxation, Mr. Crosby
was national director of State Legislative Services for Ernst &
Young. He is past president of the State Government Affairs Coun-
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cil, the premiere national association for multistate government af-
fairs executives.

He earned his B.A. from Loyola-Marymount University in Los
Angeles, and completed graduated coursework in economic policy at
American University here in Washington.

Andrew Moylan is outreach director and senior fellow for R
Street where he heads coalition efforts, conducts policy analysis,
and serves as the organization’s lead voice on tax issues.

Prior to joining R Street, Mr. Moylan was vice president of gov-
ernment affairs for the National Taxpayers Union, a grassroots
taxpayer advocacy organization. He previously served with the
Center for Educational Freedom at the Cato Institute and com-
pleted internships in the U.S. Senate and the House of Representa-
tives with members from his home State of Michigan. Mr. Moylan’s
writings have appears in such publications as the Wall Street Jour-
nal, the New York Times, and the Weekly Standard.

He holds a degree in political science from the University of
Michigan.

Mr. Chris Cox appears today as counsel for NetChoice. He is also
a partner at Bingham McCutchen, LLP, where he is focused on
Federal and State governments, cross-border investment, homeland
security, and multistate litigation.

During a 23-year Washington career, Mr. Cox was chairman of
the U.S. Securities and Exchange Commission, Chairman of the
House Committee on Homeland Security, the 5th ranking elected
member in the House, and a 17-year Member of the House from
California.

Mr. Cox received his B.A. from the University of Southern Cali-
fornia. He is a graduate of Harvard Law School, where he was an
editor of the Law Review. After graduating, he clerked for Judge
Choy in the United States Court of Appeals for the 9th Circuit. Mr.
Cox also holds an M.B.A. from Harvard Business School where he
later taught corporate and individual income tax.

Welcome to all of you, and a special welcome to our former col-
league, Congressman Cox.

I ask that each summarize his or her testimony in 5 minutes or
less. To help you stay within that time, there is a timing light on
your table. When the light switches from green to yellow, you will
have 1 minute to conclude your testimony. When the light turns
red, that is it. It is done. And it signals the witness’ 5 minutes have
expired.

We welcome all of you again, and we will begin now with Mr.
Kranz.

TESTIMONY OF STEPHEN P. KRANZ, PARTNER,
McDERMOTT WILL & EMERY, LLP

Mr. KRANZ. Good morning, Mr. Chairman, Mr. Conyers, and
Members of the Committee. I am Steve Kranz, a partner with
McDermott Will & Emery, the law firm that litigated Quill v.
North Dakota in 1992. I have a personal 15-year history with this
issue. I was general counsel of COST, participated in the Advisory
Commission on Electronic Commerce, spent 15 years that I will
never get back attending meetings of the Streamline Sales Tax
Project, the Streamline Sales Tax Implementing States, and now



28

the Streamline Sales Tax Governing Board, where I still serve as
an ex officio member on behalf of the business community. So I
have a 15-year history, but this issue goes back much further, and
a little bit of it is worth repeating today because I am concerned
history is repeating itself.

In 1967, the U.S. Supreme Court decided National Bellas Hess,
gave us the physical presence rule. The States immediately became
concerned about what that meant for the stability of their sales
tax. In 1973, the first legislation was introduced in Congress to
overturn not Quill, but National Bellas Hess. After about 10 years
of trying to get Congress to act, the States were tired of waiting
for a Federal solution and created something called the National
Bellas Hess Project. It sounds a little familiar, but it is different
than the Streamline Sales Tax Project.

In the 80’s, the National Bellas Hess Project worked to force re-
mote sellers to collect tax and, in fact, was able to pressure many
of them to do so until they ran into Quill. Quill litigated the case
to the U.S. Supreme Court and reaffirmed the National Bellas
Hess case. That history is being repeated today, and I am not going
to talk about the Streamline Project and what they are doing in
trying to create a path forward. I am going to talk about the 17
States that have passed legislation going a different route.

There are 17 States that have passed one of three types of legis-
lation. My favorite is the legislation that we call “Quill is dead,”
simply articulating a new rule at the State level without Federal
involvement that Quill is no longer good law. Now, the State has
not sought to enforce that legislation, but it is easy to see a path
forward for the States if Congress does not act to solve this prob-
lem where they simply begin assessing enforcing remote sellers to
either collect tax or litigate in many states at the same time. That
is not a good recipe for remote commerce or for the economy.

The 113th Congress has made unprecedented progress. We had
a bill pass the Senate last year. This hearing, looking at alter-
natives and the principles that have been put forward by the
Chairman, is unprecedented in the history of this issue, and we ap-
plaud the effort and the progress.

I would offer you three points. One, only Congress can create a
Federal framework that ensures remote sales tax collection is gov-
erned by common sense rules that protect remote sellers, that give
them technology, and the tools, and the protection that they need
to do the job States are going to ask them to do. Second, without
a Federal framework, it is clear that the States are moving to de-
clare Quill no longer good law. And third, should you decide to
adopt a Federal framework, do so by modifying our existing State
and local sales tax structure, not by upending sales tax as we know
it today and adopting a new form of taxation or a new data report-
ing regime.

Now, I will comment briefly on some of the alternatives that will
be discussed today, in particular the origin sourcing and the report-
ing regime proposals.

On the origin regime proposals that you will hear, both of them
would tax not based on a buyer’s location, but based on where the
seller is located, and I am not sure what “located” means. Both of
them would result in tax being imposed on Virginia consumers
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based on the location of the vendor. If the vendor was in D.C.,
D.C.’s tax would apply to that transaction.

Both of them would create exemptions for foreign sellers carving
them out of the sales tax collection obligation absolutely unless
they had physical presence in a jurisdiction, while requiring domes-
tic sellers to deal with the tax burden. Both of them would harm
State sovereignty by eliminating the option of States imposing
taxes on consumption. Both of them are easily manipulated, mak-
ing our State and local sales tax system essentially voluntary. No
other country in the world uses this type of approach for obvious
reasons. Origin is an alternative to remote sales tax collection in
the same way that the VAT is an alternative. It is simply a dif-
ferent form of taxation.

On the reporting regime, obviously any regime mandated by Con-
gress that would require retailers and States to capture consumer
purchase information and report it raises concerns about big gov-
ernment, big data, and privacy. More importantly, though, I think
for consumers, this is an effort that would simply shift all tax re-
sponsibility from business to purchasers. Purchasers would have
the obligation to deal with compliance and audits. It is not a viable
alternative in that it creates a whole new regime outside the tax
system.

Now, in closing, Congress is the only one who can solve this
problem. If it is not solved here, the States will do so.

[The prepared statement of Mr. Kranz follows:]
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I. Introduction

Chairman Goodlatte, Ranking Member Conyers, members of the Committee on the
Judiciary, I am Stephen Kranz, a Partner at the law firm of McDermott Will & Emery in the

firm’s Washington, D.C. office, and a member of its State and Local Tax Practice Gfoup,1

I am honored by the Chairman’s invitation to testify today. I have spent most of my
professional career dealing with state and local tax issues and welcome the opportunity to share

my views with the Committee.

Prior to entering private practice I served as the General Counsel to the Council On State
Taxation (COST), a trade association that represents the interests of more than 600 of the
nation’s largest taxpayers on issues of state and local taxation. I started my career as a tax
litigator for the U.S. Department of Justice. Since then I have focused entirely on state tax

matters and in particular the issues surrounding taxation of sales made over the Internet.

With respect to the issue before the Committee today, my role at COST allowed me to
participate in the Congressionally-organized Advisory Commission on Electronic Commerce and
to represent the COST membership in the Streamlined Sales Tax Project and Implementing
States. Thelped found, and served as the President of, the Business Advisory Council to the
Streamlined Sales Tax Governing Board, and I now sit as an ex officio member of the Governing
Board itself. My role as an advocate for simplification, uniformity and a national framework to
address this issue spans more than 15 years. Outside of this issue I help companies large and

small understand, comply with, and, when warranted, contest state and local tax laws.?

1L Summary

Since Quill v. North Dakoia was decided in 1992, remote sales have risen significantly

both in absolute dollars and as a percentage of total sales. Although catalog sales have long been

' I notc with great pride that Quill Corporation was represented in its suit against North Dakota before the U.S.
Supreme Court by John E. (Jack) Gaggini, a partner at McDermott Will & Emery, who spent 37 ycars handling state
lax litigation beflore he retired in December of 2013. Quill Corporation v. North Dakota, 540 U.S. 298 (1992).

* 1 note that my testimony today consists of my opimions and thoughts on this issue. None of my statements are
madc on behalf of my firm or any of my clients or clicnts of my firm.

2
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part of the American retail system and have always raised sales tax issues,” the rise of the
Internet has drastically changed the face of commerce. As members of this committee know, in
Quill, the U.S. Supreme Court reaffirmed the rule that a state may not require remote sellers to
collect sales tax* unless the remote sellers have physical presence in the state. As commerce
continues to shift to the Internet, states have looked for ways to force remote sellers to collect
tax, despite the Court’s holding. Although one of the hallmarks of our federal system is to allow
states to experiment with different ways to govem themselves and raise revenue, in this case the
states have in some cases adopted wildly divergent, contradictory and burdensome laws that have
harmed businesses and imposed an undue burden on interstate commerce. As the U.S. Supreme
Court noted in Quill, Congress is expressly authorized to deal with this problem, and is better

qualified to deal with this problem than the courts.

Congress has two choices regarding how it will react to the problems of collecting sales
tax on remote sales: Congress can either (1) exercise its authority under the Commerce Clause to
provide a framework under which states can enforce collection by remote sellers, or (2) Congress
can do nothing. There is no question that states will continue to try forcing remote sellers to
collect their sales taxes regardless of Congress’ action or inaction. The question is whether
Congress will provide the necessary framework to ensure that state collection efforts will be
uniform, clear, predictable and fair or, in the alternative, Congress will remain silent and allow
state collection efforts to be confusing, unpredictable, burdensome, and potentially

discriminatory.

A radical departure from the existing sales tax regimes is not needed. Businesses,
commerce, consumers and, perhaps most important, the United States economic system would
be greatly enhanced if Congress were to fix the problem by exercising its Commerce Clause
authority and provide a uniform structure for the state enforcement of sales tax collection on
remote sales, a structure that will provide the simplifications, technology, and protections needed

to eliminate any undue burden.

* Nelson v. Sears, Roebuck & Co., 312 U.S. 359 (1941); Nelson v. Montgomery Ward & Co., 312 U.8. 373 (1941).
“Tusc the term “sales tax” to include both the sales tax and the complimentary use tax.
3



33

Testimony of Stephen P. Kranz

United States House of Representatives
Committee on the Judiciary

March 12, 2014

ITI.  Congressional Inaction Has Resulted in Burdensome State Self-Help

In the past decade, individual states have adopted aggressive, dissimilar, and burdensome
laws attempting to impose sales tax collection obligations on remote sellers. Although twenty-
four states” have implemented simplification provisions under the Streamlined Sales and Use
Tax Agreement, Congress has shown no inclination to reward those states for their efforts, and
Quill still prevents the states from imposing sales tax collection obligations on remote sellers. If
Congress does not overturn the Quill physical presence requirement and establish a framework
for imposition of collection obligations on remote sellers, states will undoubtedly continue taking
action that is constitutionally questionable, creates additional burdens on remote sellers, and

invites litigation.

A. Historical Iifforts to Simplify

The Quill physical presence requirement goes back at least as far as 1967, when the U.S.
Supreme Court decided Bellas Hess and established the rule underlying the Quill decision.® In
1973 Congress introduced the first legislation seeking to eliminate the physical presence rule.”
Since then no fewer than twenty-five bills have been introduced in Congress to address the

issue.® None of these efforts have been successful. In the absence of a federal solution states

* The full member states are: Arkansas, Georgia. Indiana, Towa, Kansas, Kentucky, Michigan, Minncsota, Nebraska,
Nevada, New Jersey, North Carolina, North Dakota, Ohio, Oklahoma, Rhode Island. South Dakota, Utah, Venmont,
Washington, Wesl Virginia, Wisconsin, and Wyoming. Tennessee is an associale member.
http//www streamiinedsalestax.org/index. php?page=state-info (last visited Feb. 27, 2014).
® National Bellas Hess, Inc. v. Department of Revenue of lllinois, 386 U.S. 753 (1967).
“ Tnlerstate Sales and Use Tax Act, S. 282, 93d Cong. (1973).
¥ See Marketplace Fairness Act, S. 743, 113th Cong. (2013): Marketplace Fairness Act, S. 1832, 112th Cong.
(2011):; Marketplace Equity Act of 2011, HR. 3179, 112th Cong. (2011); Main Strect Fairness Act, S. 1452, 112th
Cong. (2011); Main Street Fairness Act, H.R. 2701, 112th Cong. (2011); Main Street Faimess Act, HR. 5660, 111th
Cong. (2010); Sales Tax Faimess and Simplification Act, H.R. 3396, 110th Cong. (200)7); Sales Tax Faimess and
Simplification Act, S. 34, 110th Cong. (2007); Streamlined Sales Tax Simplification Act, S. 2153, 109th Cong.
(2003); Sales Tax Fairness and Simplification Act, S. 2152, 109th Cong. (2005); Strcamlined Sales and Use Tax
Act, S. 1736, 108th Cong. (2003); Streamlined Sales and Use Tax Act, HR. 3184, 108th Cong. (2003); Internet Tax
Moratonium and Equity Act, S. 1542, 107th Cong. (2001); Internet Tax Moratorium and Equity Act, S. 2775, 106th
Cong. (2000): Fair and Equitable Interstate Tax Compact Simplification Act of 2000, H.R. 4462, 106th Cong.
(2000); Internet Tax Simplification Act of 2000, HR. 4460, 106th Cong. (2000); Consumer and Main Strect
Protection Act of 1995, 8. 545, 104th Cong. (1995); Tax Faimness for Main Strect Business Act of 1994, S. 1825,
103d Cong. (1994); Equity in Interstate Competilion Act of 1989, H. R. 2230, 101st Cong.. 1st Sess. (1989); Equaty
in Interstate Competition Act of 1989, S. 480, 101st Cong., 1st Sess. (1989); Main Street Fair Competition Act of
1988, S. 2368, 100th Cong., 2d Scss. (1988); Equity in Interstate Competition Act of 1987, H. R. 3521, 100th Cong.,
4
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have been working to solve the issue on their own. In 1999 Utah Governor Michael O. Leavitt
asked the states to begin an effort to simplify their sales tax regimes to address the remote seller
question. In March of 2000 the states held the first meeting of the Streamlined Sales Tax
Project, an effort aimed at reducing the sales tax collection burden such that Congress would
reward the states by giving them collection authority or that the states themselves could feel
comfortable that their sub-national sales tax regime no longer imposed an undue burden on
interstate commerce, therefore satisfying the Quill standard (even though the Supreme Court’s
Quill opinion states that such an imposition requires physical presence). Over the last 15 years,
the Streamlined Sales Tax Project gave rise to the Streamlined Sales Tax Implementing States
which gave rise to the Streamlined Sales and Use Tax Governing Board which oversees state
implementation and participation in the Streamlined Sales and Use Tax Agreement (“SSUTA”).
Each iteration of the effort has involved collaboration between states, local governments, main
street retailers, and online retailers. While not all involved were supportive of the effort, the
SSUTA attempted to develop a rational set of rules that, if applied to remote commerce, would
reduce the burden of tax collection. Even today, additional states are considering legislation to

become part of the SSUTA effort.”

In 2001, the first piece of legislation that would reward the SSUTA member states with
an overturn of Quill was introduced in Congress.® In every session of Congress since then,

o . . . . mn
similar legislation has been considered.

Ist Sess. (1987); Equity in Interstate Competition Act of 1987, 8. 1099, 100th Cong., 1st Scss. (1987); H. R. 3549,
99th Cong., 1st Sess. (1985): Interstate Taxation Act of 1979, S. 983, 96th Cong.. 1st Sess. (1979).
® See, e.g., HB. 857, 2014 Leg. (Fla. 2014): H.B. 2135, 27th Leg. (Haw. 2014). HB. 1477. 1654 and 1721, 97th
Gen. Assem., 2nd Reg. Scss. (Mo. 2014).
1 See Internet Tax Moratorium and Equity Act, S. 1542, 107th Cong. (2001).
! See, e.g., Marketplace Faimess Act, S. 743, 113th Cong. (2013); Marketplace Faimess Act, S. 1832, 112th Cong.
(2011): Main Street Fairness Act, S. 1452, 112th Cong. (2011): Main Street Fairness Act, H.R. 2701, 112th Cong.
(2011); Main Strect Fairness Act, HR. 5660, 111th Cong. (2010); Sales Tax Fairness and Simplification Act, HR.
3396, 110th Cong. (2007); Sales Tax Fairness and Simplification Act, 8. 34, 110th Cong. (2007); Strecamlined Sales
Tax Simplification Act, S. 2153, 109th Cong. (2005); Sales Tax Faimess and Simplification Act, S. 2152, 109th
Cong. (2005); Streamlined Sales and Use Tax Act, S. 1736, 108th Cong. (2003); Streamlined Sales and Use Tax
Act, HR. 3184, 108th Cong. (2003).

5
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The SSUTA itself seeks to reduce the burden of collection by requiring its participating
states to adopt uniform definitions and administrative rules and by also providing commercial
software that is certified for use in the tax collection process. SSUTA does not dictate what is
taxable or the tax rates; it leaves those decisions to the sovereign states. The SSUTA has many
other provisions too numerous to detail here, such as a centralized registration system, a uniform
tax return, and a uniform rounding rule, all of which seek to reduce disparity among the states

while respecting their sovereignty.

Although the SSUTA effort has improved tax collection practices and uniformity, it has
not led to Congressional action. States, whether members of SSUTA or not, have responded to
the lack of federal involvement by pursuing alternatives to SSUTA in an effort to expand their
jurisdiction over remote sellers. The alternatives, while demonstrating creativity, push the edge

of constitutional limits and cause increasing problems for all businesses.

B. Inconsistent and Unpredictable State-by-State Action to Address Collection
Problem

In the last decade, states have enacted at least three types of legislation as self-help to
address the lack of a federal solution.'? The three types of legislation include: (i) click-through

nexus legislation; (ii) use tax reporting legislation; and (iii) unilateral “Qui/l is dead” legislation.

1. Legislation
a. Click-through nexus laws

A click-through nexus law was first passed by New York in 2008" and at least twelve
states'® have subsequently enacted laws with similar approaches, but with slightly different terms

and applicability. These laws typically provide that in-state website operators create a sales tax

12 Efforts arc underway by the Multistate Tax Commission (“MTC") to draft yet another version of nexus-cxpanding
legislation, even in the [ace of ongoing litigation over the validity of such legislation. See the MTC’s Sales and Use
Tax Nexus Model Statute Project, http://www.mtc.gov/Uniformity.aspx?1d=5890 (last accessed March 2, 2014).
*N.Y. Tax Law § 1101(b)(8)(vi).
' See Ark. Codc Ann. § 26-52-117; Cal. Rev. & Tax. § 6203(c)(5); Conn. Gen. Stat. § 12-407(a)(12)(L); Ga. Stat.
Amn. § 48-8-2(8)(M): 35 ILCS §§ 105/2 and 110/2: Kan. Stat § 79-3702(h)(2)(C); Me. Rev. Stal. Ann. § 1754-B(1-
A)(C); Minn. Stat. § 297A.66, Subd. 4a; Mo. Rev. Stat. § 144.605(2)(e); N.Y. Tax Law § 1101(b)(8)(vi); N.C. Gen.
Stat. § 105-164.8; R.I. Gen. Laws § 44-18-15; Vt. Stat. Ann. tit. 32, § 9701(9)(I) (H.B. 436).

6
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collection obligation for remote sellers if all operators in the state collectively refer a threshold
amount of sales (usually $10,000 over a calendar year) to the remote seller through links on their

websites and are paid by commission. Once the obligation is triggered, the seller must collect

tax on all sales into the state, not just on the sales resulting from the website operators’ referrals.

The click-through legislation attempted to work within the framework set by Quil/, in that
it was an attempt to further define what physical presence consisted of in a state, in this case, that
in-state web operators created physical presence for remote sellers. However, the precedent set
by this legislation is somewhat disturbing in that it targeted an innovative marketing arrangement
that helped compensate self-made bloggers and website operators which very often are small
businesses and startups. The response by remote sellers in some jurisdictions was to end these
marketing arrangements, harming an important nascent industry. The click-through legislation
clearly demonstrates what happens without a Congressional framework, in that states undermine,
or at least add burdens to, creative business ideas unique to remote sellers and impose tax
obligations based on those ideas without any accompanying reforms to simplify the tax law or

protect businesses.

b. Use Tax Reporting Requirements

The next evolution in anti-Qwui/l legislation did not even attempt to work within the
framework of Quill, and instead attempted an end-run around the case. Use tax reporting
requirements were first passed by Colorado in 2010" and at least four states'® subsequently
enacted similar laws, again with varying terms and scope. The use tax reporting legislation was
an attempt to address the issue of collecting use tax from consumers. As members of this
committee are aware, the question of sales tax collection by remote sellers is not a question of
whether the tax is owed or not, but rather whether the remote seller is required to collect the tax
from the consumer. Under state sales and use tax laws, the consumers still owe the tax, though

enforcement of that liability against individual consumers is extremely difficult.

" Colo. Rev. Stal. § 39-21-112(3.5)(d).
'“Ky. Rev. Stat. Ann. § 139.450; 68 Okla. Stat. § 1406.1; S.C. Code Ann. §§ 12-36-2691(E), -2692; S D. Codified
Laws § 10-63-2.

7
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The use tax reporting laws are purportedly designed to give states the tools and
information needed to collect the use tax from consumers. The laws require remote sellers to
provide a number of tax notifications and reports to their consumers and the states, and impose
penalties if those notifications and reports are not filed. For example, Colorado’s law requires
notifications to be provided to consumers regarding the consumers’ use tax obligations each time
sales are made, as well as annual reports to be provided to consumers and to the state setting
forth the amount of taxable products sold to consumers during the course of the preceding year.
In reality, although the law might appear to be designed to gather information on consumers for
purposes of enforcing use tax, in practice it makes compliance so onerous that companies will
simply surrender their constitutional right and begin collecting sales and use taxes rather than

dealing with the reporting requirements.'”

c. “Quill is Dead” Legislation

If click-through legislation attempted to work within the Qui/l framework and use tax
reporting legislation attempted to bypass the Qui/l framework, then the third type of anti-Quill
legislation attempts to run through Quill as if it no longer exists. In 2010, Oklahoma passed
legislation that listed all of the steps it had taken to simplify its sales and use tax system, and
declared that its tax system no longer presented an “undue burden” on interstate commerce and
that any and all remote sellers are required to collect sales and use tax on sales made into the

state.'®

As background, under the U.S. Supreme Court’s “Dormant Commerce Clause”
jurisprudence, absent specific Congressional action a state may not take action that imposes an
undue burden on interstate commerce.' Under Quill and related decisions, the U.S. Supreme

Court has held that the imposition of a sales and use tax collection obligation on remote sellers

'” Even Phil Horwitz, the Colorado Department of Revenue’s tax policy director said he “thinks most retailers would
simply choosc to collect the tax to avoid the more unpleasant option of having to send tax notices to their
customers.” Colleen Slevin, Colorade Considers New Tactic lo Tax Online Sales, The Denver Post, February 8,
2010, available at http://www .denverpost.com/ci_14359737.

'% 68 Okla. Stat. § 1407.5.

¥ See. e.g. Quill Corp., 540 U.S. at 305-6.
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with no physical presence was such an undue burden. Under its 2010 legislation, Oklahoma has
declared that its sales and use tax law is so simple that sales tax can be imposed on any interstate
sales without creating an undue burden. This is, of course, unconstitutional because the Supreme
Court has routinely held that taxation of remote sellers requires physical presence.® Under stare
decisis, the imposition of Oklahoma’s sales tax collection obligation on remote sellers is
unconstitutional, even if it had the simplest sales tax in the world. Furthermore, the U.S.
Supreme Court’s decision in Quill was based on the complexity inherent in complying with
differing rules in multiple jurisdictions; a single state cannot unilaterally simplify a multistate

system.

Fortunately, Oklahoma has not yet attempted to enforce this law. Unfortunately,
Oklahoma is not the only state that could take this position. Oklahoma is one of twenty four
SSUTA member states. Oklahoma’s statutory claim is based, in part, on its implementation of
simplification provisions under the SSUTA. Other states that are parties to the Agreement could
similarly argue, even without a relevant statute, that their sales and use tax regimes do not create

undue burdens on interstate commerce.

State tax policy discussions of late have included observations regarding states pursuing a
strategy of assessing and litigating. If no federal framework is adopted it should come as no
surprise when the SSUTA states collectively act as if (Jui/l is no longer a restriction. Remote
sellers facing assessment by twenty-four states with similar statutes will be forced to either
commence litigation or surrender their constitutional rights and begin collecting tax on remote
sales. Non-SSUTA states could also take the position that their sales tax is “simple enough” and
begin assessing remote sellers. Only Congressional action can prevent the parade of horribles
that would follow. If Congress does not act there will be little protection for businesses and
much of the American economy: no guarantee of protection from aggressive audits; no provision

requiring certification of commercial software as able to assist in collecting tax for all states; and

* Stephen P. Kranz, Lisbeth A. Freeman, Matk W. Yopp, Is Quill Dead? At Least One State Has Written the
Obituary, 2010 STT 147-1, pp. 307-11 (August 2, 2010).
9
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nothing to prevent the states from rolling back the simplifications that have already been

achieved.

2. Aggressive State Policy and Remote Seller Audit Risk

Outside of the legislative arena, many state revenue agencies take aggressive policy and
audit positions regarding what activity meets the Quil/ physical presence test. These positions
are often not documented or set forth in written guidance, which makes it easy for states revenue
agencies to adjust and modify these positions as needed to fit them under existing statutes. For
example, a revenue authority in a state that has not expressly adopted click-through nexus
legislation may nevertheless take the position that general case law is sufficient to require click-
through based collection. Such ad hoc policy and audit decisions catch both large and small

vendors in the compliance and liability risk net and cause confusion for consumers.

The Bloomberg BNA Annual Survey of State Tax Departments contains examples of the
theories that various state tax departments have considered when arguing a remote seller has
nexus, even in the absence of an explicit statutory provision.”’ The Survey demonstrates the
varied, inconsistent, and confusing positions taken by states, compounding the burden on remote
sellers. For example, Florida says that selling gift cards in the state creates nexus, while Texas
does not. On the other hand, Texas says that a remote seller has nexus if it attends a trade show
in the state, even if no sales are made at the show and no orders are taken, but Florida says that
trade show activity does not create nexus.** Facing the possibility that it may have liability for
failing to collect tax under these wildly inconsistent and varied theories, what should a remote

seller do?

*! Bloomberg BNA, 2013 Survey of State Tax Departments ax Management Multistate Tax Report, Vol. 20, No. 4
(April 26, 2013).

** Id. A perusal of the survey exposes many additional views on what constitutes nexus-creating activity. Some
statcs have indicated in the survey response that the following activitics create a sales tax collection requirement for
remote sellers: making “sales to customers i [the] state by mceans of an 800 telephone order number and
advertis|ing| in |the| state™; “the corporaltion 1s listed 1n the local telephone books of cities in |the| state™;
“maintaining a bank account in the state”; and “the corporation makes remote sales into [the] state and hires a third
party to post miformational content on in-state websitcs or blogs.”

10



40

Testimony of Stephen P. Kranz

United States House of Representatives
Committee on the Judiciary

March 12, 2014

C. Consequences of Congressional Inaction and State-Specific Legislation

If Congress does not act, states will surely continue to pursue constitutionally suspect
attacks on remote sellers. This trend will accordingly cause increasing problems and burden on
business. First, the threat of assessment and litigation results in uncertainty, audit exposure, and
direct cost to business and much of the American economy. Second, the evolution and disparity
in state approaches makes it nearly impossible for businesses to understand their tax obligation.

Finally, consumers will face a growing risk of state use tax enforcement.

1. Increased Litigation

The states’ varying responses to the sales tax collection problem for remote sales have
generated, and will continue to generate, a significant amount of litigation. Remote sellers are at
an inherent disadvantage in litigating these issues. This litigation creates significant costs for
those who choose to fight and creates significant uncertainty for all businesses while the

litigation and any subsequent appeals are ongoing.

The click-through nexus laws have been challenged in New York and lllinois. In New
York, two companies, Amazon.com and Overstock.com, > litigated the validity of the law and
lost in the New York Court of Appeals (New York’s highest court), and were turned away by the
U.S. Supreme Court when it denied a petition for certiorari. In so doing, the U.S. Supreme Court
implicitly reaffirmed its long-held position on this matter: it has addressed the issue twice, in
Bellas Hess and again in Quill, and any additional action should be taken by Congress. The
court in Illinois on the other hand held in favor of remote sellers and invalidated a similar, yet
different, law.>! Given the uncertainty and the possibility of inconsistent decisions in many

states over the validity of similar laws, what should remote sellers do?

The use tax reporting laws have also led to litigation. In Colorado, the Direct Marketing
Association (DMA) filed suit in federal court challenging the reporting regime. The DMA was

B Overstock.com, Inc. v. New York State Dept. of Tax. and Fin., 987 N.E.2d 621, 20 N.Y .3d 586 (2013), cert. denied
134 8.Ct. 682 (2013).
* Performance Marketing Association v. Hamer, 998 NE.2d 54, 375 Ill Dcc. 762 (2013).

11
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successful in obtaining an injunction against the law from the federal district court, but the Tenth
Circuit ruled that federal courts did not have authority to hear the case.>> The DMA subsequently
re-filed the case in state court and obtained an injunction at the state court level.”® The state
court litigation and a potential appeal of the Tenth Circuit decision are ongoing. This litigation
has taken more than three years so far with no resolution apparent in the near term. In the
meantime, every decision by a court has required vendors to determine whether they need to start
complying with the law and how fast such compliance must be accomplished. Compliance
requires significant system changes to collect and turn over the data required by statute; it is not

merely flipping a switch.

If Congress continues to allow states to act with no guidance, states can, and ultimately
will, continue to enact legislation and adopt policies that will seek to require remote sellers with
limited resources to collect sales tax. Not everyone has the resources to challenge the
constitutionality of such legislation and policies. The result will be more litigation, more costs

for those that cannot litigate, and more uncertainty for everyone.

2. Increasing Uncertainty for Remote Sellers and Consumers

The absence of Congressional action addressing sales tax collection obligations on
remote sellers is resulting, and will increasingly result, in frustrating uncertainty for remote
sellers and consumers. The areas in which this uncertainty will manifest are myriad. For
example, as noted above, the Colorado use tax reporting regime litigation has led to repeated
questions as to when and if remote sellers must start complying. The same can be said of the
click-through legislation. Their scope, applicability, and constitutionality are the subject of
weekly client inquiries, from companies large and small, seeking to know whether they have tax
obligations that must be met. There are rarely easy answers to such questions and the
uncertainty inevitably inhibits business decision making and expansion and imposes

unpredictable audit exposure.

:’ Direct Marketing Assoc’'n v. Brohl, 735 F.3d 904 ( o™ 2013).
¢ Direct Marketing Assoc'nv. Colo. Dept. of Rev., Col. Dist. Ct.-Denver, Dkt. 13CV34855 (Feb. 18, 2014).
12
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Consumers are also harmed by the lack of clarity regarding their tax obligations. While
legally it is clear that consumers owe tax on purchases when the seller does not collect tax at the
time of sale, consumers often do not understand that they are not following the law by failing to
remit such tax. Those that try to comply are faced with a complicated, time consuming, and
inefficient task — tracking all of their purchases where tax was not collected, determining
whether each item purchased was in fact taxable, determining the appropriate tax rate,
calculating and remitting the proper amount of tax. Tax friends of mine keep spreadsheets of
their individual purchases to do the math. 1t’s absurd that in today’s modern economy we don’t
have an App for that. In reality, we do have a solution, and it is being used by companies that
collect tax today, but without a uniform requirement of collection, consumers are faced with the

tax calculation burden.

Without Congressional intervention in the issue consumers also face a growing risk that
their personal information will be the subject of government inquiry. While states today do not
routinely audit consumer buying to determine whether tax was paid, states have the authority to
do so. Whether obtained by auditing an individual or, as in the case of Colorado, by mandating
that sellers disclose their consumers and their consumers’ purchases, it is clear that consumer
information we all expect to be kept private is considered necessary by states for their use tax
enforcement efforts. Consumer privacy should not be allowed to be imperiled by states driven to

action in the absence of a federal solution.

IV.  Congressional Action Is Needed to Protect Businesses, Consumers, and the States

In addition to avoiding the problems identified above, Congressional action establishing a
framework for collection of state and local sales tax within the existing sales tax system would
promote additional important policy benefits. One of those benefits is the preservation of state
sovereignty. Another benefit is that Congress can create a framework designed to ensure that
remote sellers have the information and certified commercial software needed to comply with all
states sales tax laws, thus keeping the burden of tax compliance from being placed on

consumers. Despite what some have argued, the technology and software that is available today

13
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offers remote sellers the ability to collect and remit sales and use taxes in an efficient, seamless

manner.

A Preservation of State Sovereignty

Forty-five states have made the sovereign choice to fund government by imposing a sales
tax on consumption by their residents. As Internet sales continue to erode the sales tax base,
those states that have relied on a consumption tax regime are at risk of losing the ability to
continue that policy choice. To maintain even a steady level of funding, states are being forced

to rely instead on taxing income and property.

As Congress considers whether to act to address the issue of sales tax collection by
remote sellers, some states have passed legislation that is at least partially contingent on revenue
that would arise from federal legislation to overturn Quill.”” For instance, in 2013 Virginia
enacted a transportation funding bill that, among other actions, altered the state’s tax on fuel. If
federal legislation is not enacted to enable sales tax collection from remote sellers by January 1,
2015, then there is an automatic increase to the Virginia fuel tax rate. The 2013 Ohio and
Wisconsin budget bills would direct revenue received as a result of federal legislation to reduce
those states’ income taxes. A bill is currently pending in the Idaho House of Representatives that
would fund a tax relief fund with tax collected as a result of passage of the Marketplace Fairness
Act.® In 2013, a Utah bill was enacted that would create a restricted account for sales tax
revenue from remote sellers, and provides that the legislature may reduce local and state sales
and use tax rates based on the revenue collected in the account.”> Furthermore, in other states,

state legislators have proposed similar bills® and governors®® are signaling that they would use

¥ HB. 1515.2013 Gen. Assem., Reg. Sess. (Md. 2013) (enacted): H.B. 39, 130th Gen. Assem.. (Ohio 2013)
(cnacted); H.B. 2313, 2013 Gen. Assem. (Va. 2013) (cnacted); AB. 40, 2013 Leg.. (Wis. 2013) (cnacted).
*HB. 593, 62nd Leg., 2nd Reg. Scss. (Idaho 2014).

¥ $ B. 58, 2013 Leg., Gen. Sess. (Utah 2013) (enacted).

*H.B. 2465, 51st Leg.. 2nd Reg. Sess. (Ariz. 2014); HB. 2730, 2014 Leg., 2014 Sess. (Kan. 2014): H.B. 137, 2014
Leg., Reg. Sess. (Ky. 2014); S.B. 1424, 108th Gen. Assem. (Tenn. 2014); H.B. 224, 2014 Leg.. Gen. Sess. (Utah
2014); H.B. 218, 2014 Leg., Gen. Sess. (Utah 2014). Note that as of this writing, the Arizona bill and Utah H.B.
224 [ailed (o pass their respeclive legislative bodies.

' The governors from lowa, Maine, and Rhode Island have all indicated they intend to reduce taxes once their states
receive revenuc from sales tax imposed on remote sales. See http://thehill comy/blogs/on-the-moncy/domestic-
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revenue from federal legislation to decrease taxes. In particular, Tennessee Governor Bill
Haslam, along with Tennessee House Speaker Beth Harwell and Tennessee Senate Speaker Ron

Ramsey, have expressed support for the Marketplace Fairness Act and indicated that the revenue

generated from federal legislation would be used to reduce current state taxes.””

Only Congress can prevent the erosion of the states’ sovereign ability to make tax policy
decisions by creating a framework for sales tax collection in the modern era. In creating a
framework for sales tax collection Congress should similarly shy away from those alternatives
that would cause a radical departure from existing state consumption tax systems. Some of the
proposals you will hear today would trample state tax policy decisions put in place by

Legislatures and Governors in each state and have far-reaching economic impacts.

Origin sourcing, with or without a redistribution compact, turns our state consumption tax
system into a tax on production and suffers from constitutional infirmity. A 1099-style reporting
regime for consumer purchases threatens consumer privacy in a manner that I hope you find as
unappealing as the option of banning interstate commerce altogether. These are not alternative
solutions to the Internet sales tax issue — they are proposals that would undermine state

sovereignty and wreak havoc on business and consumers alike.

Congress’ role under its Commerce Clause authority should acknowledge and preserve
state sovereignty. Only by affirmatively addressing the remote sales tax authority question can
Congress sustain the ability of states — like Texas, Tennessee, Florida, South Dakota, and
Washington — to choose to rely on the sales tax so heavily. Without it those states should be

preparing to impose an income tax.

taxes/305223-1owas-gop-governor-lobbies-for-onlive-sa -bill (last visited March 9, 2014) and

htip:///www rila org/news/topnews/Pages/TheMarketplaceFaimess ActlsPro-GrowthL e gislation aspx (last visited
March 9, 2014); Letter from Gov. Branstad to Rep. Steve King (Tune 12, 2013) available at

hip/iwww standvithmainstreet com/getobject aspx Mile=letierichousedele gation; Letler from Gov. LePage Lo Sens.
Snowe and Collins (Mar. 12, 2012) available ar http://www standwithmainstreet. com/getobject.aspXfile=lLepage.
3 Marketplace Equity Act of 2011: Hearing Before the Comm. On the Judiciary, House of Representatives, One
Hundred Twelfih Congress, Second Session on HR. 3179, 112 Cong. (2012) (statement of The Honorable Bill
Haslam. Governor of Tennessee, on behall of the National Govemors Associalion); Tom Humphrey, Passage of
Marketplace Act May Lead to Lower State Taxes in Tennessee, KnoxNews, June 3, 2013, available at

http://www knoxnews.com/news/2013/jun/03/passage-of-marketplace-act-may-lead-to-lower-in/?print=1.
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B. Creation of Congressional Framework

T applaud the principles issued by the Chair that provide guidance related to the
imposition of tax on remote sales. Those principles outline a path for Congress to create a
workable framework for collection of sales tax. By acting to establish a framework, Congress
can ensure not only that state laws as applied to remote sellers do not become overly
complicated, but also that states are required to give remote sellers the tools they need to comply

with those laws.

A framework is needed. A framework that provides certainty to business, consumers,
and the states. A framework that relies on state-provided information, certified commercial
software, and protections for business. A framework that preserves state sovereignty. And,
perhaps most important, a framework that protects the American economy and American jobs.

All of these are achievable, and only by Congress.

V. Alternative Proposals

Below | briefly address each of the alternative solutions proposed today to address the
Internet sales tax issue. Additional thoughts on some of the alternative proposals and other

concepts related to the remote collection issue can be found in the Appendix to this testimony.

A Option 1: SSUTA-Type Compact Governing Interstate Transactions Only

The only viable alternative being discussed today is one in which Congress creates a
federal framework to address the Internet sales tax issue based on a compact among the states but
which leaves intact the general ability of states to decide whether, and on what, to impose a sales
tax. Whether that compact ties directly to the existing Streamlined Sales and Use Tax
Agreement or offers a different set of simplifications, and whether the solution applies only to
remote sales or to all sales are questions Congress can and should address. The question as to
what are the best details of such a compact, however, does not alter the inherent reasonableness
of adopting a system that provides simplification and protection to remote sellers, protection of

states’ revenue streams, and continued recognition of state sovereignty.

16



46

Testimony of Stephen P. Kranz

United States House of Representatives
Committee on the Judiciary

March 12, 2014

B. Option 2: Multistate Compact to Collect & Redistribute Sales Tax

You have been presented with a proposal that would have Congress develop and approve
a compact based on an origin sourcing regime for remote sales coupled with administrative and
redistribution provisions adopted from the International Fuel Tax Agreement (“TFTA”). This
proposal suffers from all of the problems of an origin system and inherent in IFTA with the

additional problems created by merging the two and limiting the rules to remote sellers.

In particular the proposal would, quite surprisingly, decouple the choice of how to tax a
transaction from the jurisdiction receiving the benefit of the tax. It is the equivalent of letting
France unilaterally decide whether the US will get tax revenue from a phone call between a

woman in Ohio and her friend in Paris.

The proposal not only fails to fix the jurisdictional uncertainties currently faced by
remote sellers, it aggravates them. This origin system would apply only in states where a
particular remote seller does not have physical presence under Quill. As we know, it is
frequently not clear whether a vendor has the requisite physical presence in a state. 1f a seller
has physical presence, the proposal would leave the existing destination based tax calculation
and remittance system in place. If the seller does not have the requisite physical presence, the
origin state’s rules will apply. As such, remote sellers operating in the all too frequent nexus
gray area would be at risk that they collected an origin tax when they were obligated to collect

the destination state’s tax rate and apply the destination state’s rules.

Furthermore, consumers will be confused because they will be subject to different tax
rates based not only on where the vendor is located but also on whether the vendor is physically
present in the state in which the consumer is located. Asking consumers to pay tax based on the
proposed basis is no less absurd than asking them facts that are not under their control or

understood to them is tantamount to asking them to pay tax
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For remote sellers and their consumers, this proposal fundamentally changes the
economic effect of the traditional state sales tax because the proposal converts a consumption tax

regime into a production tax regime.

Finally, the proposal suffers from serious constitutional problems and would be
inconsistent with the protections Congress afforded sellers in the Internet Tax Freedom Act,

which prohibits states from imposing discriminatory tax rates on Intemet-based commerce.*®

C. Option 3: Require Reporting, Not Collection

If a national reporting regime for purchases is enacted, either remote sellers will
acquiesce and collect tax to avoid the reporting burden or consumers will shoulder the burden of
tax compliance. A national reporting regime would be more burdensome than today’s sales tax
collection obligation. While there are various alternative reporting regime concepts being
discussed, each of them would cause significant problems. Whether the proposal considered
utilizes a Colorado-type approach where vendors turn over data about consumers directly to the
government or an approach where the vendor and software companies work to turn over data to

the government, each approach shares fundamental problems.

Any reporting regime would create signiticant privacy concerns as remote sellers would
be required to provide detailed information about each of their consumers and their purchases to
allow states to enforce use tax. Whether this information is maintained in a national database or

by individual states, the threat to privacy is clear.

To defend the proposal by arguing that it would not be necessary to capture and maintain
information about specific purchases undermines the workability of the proposal. Without that
information, it will be impossible for consumers to comply with their use tax obligation or for
states to enforce it. Under a reporting regime, if a state audited a consumer for use tax
compliance, the state and the consumer would have to know what items were purchased by the

consumer (and the dollars spent), whether those items were taxable, and whether the vendor had

#47US.C. § 15Lnote.
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charged tax. In current audits, because the audit is of a seller, the identity of purchasers is not
typically needed to audit the seller’s taxability determination. The only information needed is
whether the seller appropriately treated the product as taxable or not. The reporting regime

approach thus threatens to expose personal consumer purchasing information in an

unprecedented manner.

Concerns over the capture, transmittal, and maintenance of data regarding consumer
purchases speak against the regime as a solution to the Internet sales tax issue. Whether the
reporting captures individual items purchased by consumers, or vendor names that are selling to
consumers, the potential for harm is clear. Again, it is important to note that without capturing

that sensitive information, the regime would not work to allow use tax enforcement.

A version of the reporting regime proposal indicates that it would not be necessary to
capture detailed information about consumer purchases. Instead, the proposal would require new
software be developed to interface between vendors and the government to sanitize data such
that the government did not receive detailed information.*® It is unclear why sellers or the states
would fund the software and integration costs for a system that did not result in tax being
collected. Itis also unclear how such an expense is justified under a system that still leaves tax

compliance incomplete while threatening disclosure of consumer purchase information.

Rather than face the consumer privacy concems and costs of a new reporting regime,
some sellers are likely to choose to collect tax, doing so without any of the protections,
uniformity and technology that would be addressed by a compact or framework that sets rules for

sales tax administration.

Although consumers today have liability for use tax, states have not widely enforced the
obligation because of auditing inefficiencies and/or political concerns; the reporting regime
approach would unequivocally place the tax compliance burden on consumers. Should the

proposal require sellers to report only gross sales, the taxability determination would be left up to

 nttp:/Awww floridasalestax. comvFlorida-Tax-Law-Blog/2014/March/US-S ALES-AND-USE-TAX-SYSTEM-
NEEDS-FEDERAL-C-P-R-.aspx (last visited March 7, 2014).
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the consumer. For exempt purchases, consumers would have the burden of documenting and
proving that they were not subject to tax. Even if the states were to offer a theoretically standard
exemption,” a consumer wanting to claim actual exempt purchases would have the burden to
prove the exempt amount. This approach would burden all consumers and would significantly
disadvantage the unsophisticated consumer. For instance, if'a consumer makes significant
purchases of exempt items such as clothing or food (frequently exempt in states), then that
consumer would have to take the following steps: receive the report of their gross purchases,
calculate the standard exemption, calculate her actual exempt purchases based on individual
receipts and knowledge of the state’s tax law, compare the two exemption amounts, file a return
remitting use tax based on the greater of the two exemption amounts, and maintain all receipts

and documentation to prove the exemption claimed for a potential future audit.

While the reporting regime approach would lead to audits of consumers, such
enforcement of consumer liability would be inconsistent at best. Limited state resources would
inevitably prevent states from effectively enforcing the law against all consumers. An additional
consideration is that while some states require consumers to pay use tax in conjunction with their
income tax filing obligation, not all consumers are required to file income tax returns. ** These
consumers would be forced instead to file a use tax retum to report their liability or risk the
threat of audit, interest and penalties. Budgeting and paying use tax annually may also be
difficult for certain taxpayers that have historically relied on our federal and state tax
withholding systems to ensure their compliance with the law. The approach erodes government
efficiency by forcing states to audit individuals rather than making the seller responsible for tax

collection.

D. Option 4: Grant States the Power to Exclude Instead of the Power to Tax

Congress’ role should be to facilitate interstate commerce and ease the burden of tax

collection on interstate sales, not to set up barriers to commerce and therefore impose harm on

35

1d.
3 A taxpaver could be not required to file an income tax return because his or her state does not have an income tax
or becausc the taxpaver’s taxable income docs not exceed a certain threshold.
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our country’s economy. Even if such an approach were adopted there are serious questions
about how it would be enforced. Would states be authorized to stop deliveries by common
carriers and the U.S. Post Office? Buyers would be confused by their inability to buy from a
company located outside their state. And for vendors who decided to collect tax, rather than
suffer the prohibition on making sales, there would be no simplitication, uniformity, protections
or software tools made available to facilitate the effort. The harm to interstate commerce would

be much more dramatic than a simple requirement to collect tax.

E. Option 5: Origin-based Collection

An origin-based collection regime would constitute a complete overhaul of the nation’s
existing sales tax system. This approach is so dramatic that it would likely result in the
elimination of sales tax as a funding option for states. States that did not eliminate their sales tax
would lose their business base as remote sellers set up operations in states without a sales tax.
The threat of such economic disruption would likely convince most, if not all states to eliminate
their sales taxes. No other country in the world uses origin sourcing for consumption tax
purposes. | would also note that U.S. companies would be forced to collect sales tax on sales
made to customers outside the U.S. and imports would be exempt from sales tax under such a
proposal — obviously creating competitive problems for U.S. based businesses and an incentive

for businesses to move off-shore.

VL. Conclusion

Congressional action creating a framework for remote sellers to collect sales tax is
required to truly solve the Internet sales tax issue. In the absence of Congressional involvement,
states have shown they will certainly try to solve the issue on their own; because their authority
regarding interstate commerce is limited, their approaches will create even more problems for
Internet vendors and consumers. Should Congress choose to squarely address the Internet sales
tax issue, its framework should be built around existing state tax policy decisions and should not

radically upend the sales tax regime as others would propose.
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Mr. Chairman, I again thank you for the opportunity to speak before this Committee

today. Iwelcome questions from you and the Committee.
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Additional Analysis of
Option 2: Compact to Collect & Redistribute Sales Tax

* A hybrid approach that combines the redistribution and some of the administrative
concepts of the International Fuel Tax Agreement (“IFTA”) with origin based imposition
and collection, and applies such a system solely to remote sales, is an approach with
serious infirmities.

o Even though IFTA contains admirable concepts (¢.g., a single return,
redistribution and credits, a home state for registration), it still contains
compliance and efficiency challenges.

= JFTA requires customers, i.¢. the truckers and trucking companies, to
self-assess each state’s tax based on the consumption that occurs in
that state. A credit is given for any taxes paid to a vendor.

* Thus, IFTA’s concepts are not scalable from the limited-vendor,
single-product environment of fuel sales where returns are filed by
customers to the extensive economy of all types of remote sales and
sellers where returns are not filed by customers but by the sellers.

o Collecting tax based on the state of origin’s laws creates harmful economic
distortions by incentivizing businesses to make geographical decisions based
solely on taxes.

o Combining IFTA and origin-based collection only creates additional problems not
intrinsic to each system on a stand-alone basis.

e The proposal would still have most of the problems associated with an origin based
system, including the following that deserve particular note:

o Under the proposed approach, taxability and tax rate would be determined based
on where a seller’s “home state” is located. When the seller’s home state does not
impose sales tax, the seller would charge no tax on the transaction even if one of
the following is true: (1) the product was delivered to a purchaser in a state that
would tax the purchase or (2) the purchased product would be used in a state that
would tax use of the product.

o Sellers in a state with a sales tax could decrease the total cost of their products to
all consumers merely by relocating the location of their “home state.” The
proposed hybrid approach would allow remote sellers to easily manipulate their
business model to ensure that the home state is a state without a sales tax.

* If home state is based on state of incorporation, then retailers will just
reincorporate in a state with no sales tax.

» If home state is based on where products are shipped from, then retailers
will locate or use warehouses in a state with no sales tax.

o Companies could easily manipulate the home state by simply creating a separate
entity in a home state that has no sales tax, to operate as the seller of record while
other operations are carried on outside that state.
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o The economic incentive on sellers to relocate to states without a sales tax would
in reality force states to eliminate their sales taxes altogether, or accept harm to
their economic climate and competitive disadvantage for in-state businesses.

e Coupling an origin collection rule with an IFTA redistribution arrangement adds
additional problems to already undesirable options.

o The proposal bifurcates the jurisdiction deciding whether and how to impose the
tax from the jurisdiction that receives the financial benefits of the tax. Why
would any jurisdiction that does not receive the benefit decide to impose a tax?

o Under the hybrid approach, not only the tax rate, but also taxability is determined
by the home state’s laws. This strange approach would lead to confusion for
consumers. Instead of consumers being subject solely to the laws of their own
jurisdiction, they would be subject to the laws of every jurisdiction from which
their purchases originate. For example, consumers used to buying clothing or
food items tax free, because their state of residence allows an exemption for such
goods, would lose this exemption when purchasing from a remote seller located in
a state that taxes such goods.

o The proposal is not consistent with sound economic theories because it imposes a
tax based on production but distributes the benefits of the tax based on
consumption.

= The hybrid approach does not follow the policies supporting IFTA. IFTA
is based on a theory that tax should be paid to the state where a product is
consumed, which is why the tax is structured as an imposition on the
customers who have knowledge of the consumption and not the vendors.

o The hybrid approach only applies to remote sales, /.c., sales made into a state by a
seller without physical presence in that state. It thus perpetuates the jurisdictional
issues of the current system caused by the physical presence rule and piles on
confusion for the consumer.

= Based on experience with the current system, it is frequently unclear
whether a vendor has the requisite physical presence in a state. If a seller
has physical presence, the proposal would leave the existing destination
based tax calculation and remittance system in place. If the seller does not
have the requisite physical presence, the origin state’s rules will apply. As
such, remote sellers operating in the all too frequent nexus grey area
would be at risk that they collected an origin tax when they were obligated
to collect the destination state’s tax rate and apply the destination state’s
tax rules.

= This approach will create confusion for consumers as some sellers will
collect on a destination basis — if they have physical presence in the
destination state; and some sellers will collect on an origin basis.
Consumers will not know what tax will be collected on any given
purchase until they checkout. Consumers will have no way to know
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whether the purchase is subject to tax in the origin jurisdiction, or whether
the tax rate being charged is correct.
o The hybrid approach will further complicate consumer use tax compliance.

* While the approach provides that the seller will collect tax on the
transaction, it appears that sellers would not be collecting the tax that is
owed by the consumer and consumers would remain liable for any use tax
differential. If the home state applies a tax rate that is lower than the rate
imposed by the destination state, or the product is exempt in the home
state, the consumer will continue to owe use tax on the transaction.
Calculating the remaining use tax differential will be a tremendous burden
on consumers.

o The hybrid approach will cause a tax increase for consumers.

= Consumers would be liable for the greater of the tax charged on an origin
basis or the use tax applicable in their state of residence. As a result, the
consumers would face an increase in tax liability compared to their use tax
exposure under the current system.
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Additional Analysis of
Option 3: Require Reporting, Not Collection

o A federally-mandated use tax reporting regime, such as the one adopted by Colorado,
would: force remote sellers to collect sales tax without the protections of a Congressional
sales tax collection framework; raise privacy questions; fail to prevent state anti-Quill
legislation; require a massive new federal infrastructure; and impose a tremendous
burden not only on consumers but also on all vendors.

e At least one version of the reporting regime proposals has preliminarily suggested the
following elements:*’

]

]

Remote sellers would be required to report sales information to a federal database,
either directly or through software vendors.
The remote sellers and software vendors would determine the taxability of
categories of products.
= Alternatively, remote sellers and software vendors would provide gross
sales, and each state would set a standard exemption for consumers to use
based on the state’s exemption laws. Consumers could file a return
claiming a larger exemption and support it on audit.
The database would generate 1099-style reports that aggregate all remote sales
information for a consumer. Information would be aggregated based on federal
tax ID number, credit card number, and a new optional US sales tax identification
number. It is not clear whether each vendor would generate a separate 1099-style
report or whether all vendors would somehow be aggregated.
The information would be sent to the consumer and to the state.
If a consumer does not file a use tax return, states could send audit letters to those
taxpayers.
Consumers could access their purchasing history, and provide that data only when
needed to prove an exempt sale.
The federal government would set up standard information reporting for software
vendors. The software vendors would be funded by the states, based on the
volume of sales processed through the reporting system.
States would be able to audit software vendors and remote sellers to determine the
accuracy of their taxability decisions.
Remote sellers with nexus would be required to collect tax; if a remote seller
follows the reporting requirements while under the mistaken belief that it does not
have nexus, once the mistake is discovered, the seller would only have a
prospective obligation to collect tax and could not be held liable for tax on past
sales.
Quill would be codified in statute.

¥ nttp:/Awww floridasalestax. comvFlorida-Tax-Law-Blog/2014/March/US-S ALES-AND-USE-TAX-SYSTEM-
NEEDS-FEDERAL-C-P-R-.aspx (Last visited March 7, 2014).
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@]

There could potentially be a small seller exception.

e This reporting regime proposal is problematic for many reasons:

o]

Whatever the intention behind the proposal, it would likely result in remote sellers
being forced to collect sales tax without the protections of a Congressional sales
tax collection framework. Remote sellers would be faced with a choice: either
provide annual (and probably per-transaction) notices to consumers informing
them of use tax obligations, or collect tax from those consumers at the time of
sale.

Consumers would be faced with a choice: either find a retailer that will collect
sales tax at the time of purchase, or be forced to file use tax returns at the end of
the year and be subject to audit.

To implement this reporting regime would require a massive new federal
infrastructure.

To implement this reporting regime would require businesses to invest in new
software and systems to track the necessary data. To the extent that states are
required to fund the software, the proposal would raise unfunded mandate
concerns.

To implement this reporting regime would require states to build out a
sophisticated and expensive use tax enforcement program. To the extent that
states are required to participate, such a requirement would raise unfunded
mandate concerns.

The reporting regime proposal makes no allowance for exempt sales for resale;
failing to exclude the resale transaction data from the database or reporting
provision makes the data largely unusable and dramatically increases the
likelihood that businesses buying for resale will be subjected to audit scrutiny
unnecessarily.

The prospective-only correction mechanism included in the proposal is an
invitation to game the system.

For consumers who buy from remote sellers operating under the reporting regime,
this proposal has serious privacy implications. Although the proposal makes an
attempt to sanitize information given to the states and federal government, it leads
to a clear threat that consumer purchasing information will be disclosed to the
government. Even if information on a product is sanitized, there could still be
privacy issues that arise from identifying which vendors are making sales to a
particular consumer.

The proposal would either require that consumer purchases be reported to the
government or would require that they be disclosed on audit as states sought to
enforce their use tax. Without information about individual purchases, the
proposed regime would not be helpful to use tax enforcement.

Under current audits, states do not need, nor do they obtain, information on
purchases by individual consumers. A vendor indicates whether it collected tax
or not on sales of an item, and the state then determines if that taxability decision

6
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o

is correct. A state typically has no need to determine what items were bought by
an individual, just if tax was collected on those items by the vendor.

The proposal increases the potential for identity theft by gathering tax 1D
information along with credit card information for every remote transaction.
While the details of the proposal are not complete one can hardly imagine that
mandating the accumulation of data in this manner would not make it susceptible
to identity theft.

Even if a reporting regime is in place, states will continue to push for an overturn
of Quill or push for remote sellers to be deemed to have a physical presence in the
state so that the remote sellers remit the tax and can be audited. Such an
arrangement is much more palatable politically and economically for a state than
enforcing a use tax obligation against its citizens.

State enforcement of the use tax through a reporting regime approach would shift
the full burden of tax compliance to consumers. In addition, the regime would
create a new reporting burden on vendors.
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Additional Analysis of
Option 5: Origin-Based Collection

o Origin sourcing for a consumption tax is a quintessential example of taxation without
representation. Under an origin regime, a purchaser pays tax to the jurisdiction of the
seller — a jurisdiction with which the purchaser has no connection or representation.
Purchasers would be paying to fund services that they would never receive and would
lack the ability to affect that jurisdiction’s tax legislation through elected representatives.

* As Professor Walter Hellerstein notes in his treatise, consumption taxes using destination
sourcing promote neutrality by treating all goods consumed in a state in the same way,
regardless of the shipment origination location. Hellerstein, State Taxation, 18.02[1].

» Origin sourcing is the nuclear bomb version of tax competition — it will in practice
eliminate the sales tax as a source of state revenue. If origin sourcing is implemented,
purchasers will have the immediate option of buying tax free from sellers in no-tax states.
To compete, businesses located in states that impose a sales tax will demand that their
states eliminate sales taxes, or the sellers will relocate to a state with no sales tax, or to
another country. States will be forced to eliminate sales and use tax as a vehicle for
government funding to “compete” with the states that have designed their tax system
without a sales tax.

» No country in the world that imposes tax on consumption uses an origin sourcing
approach, in part because origin sourcing gives a clear tax preference to imports from
foreign sellers. These sellers will not have to collect sales tax, and, as noted, domestic
companies will be forced to relocate to compete. U.S. companies will still have to collect
tax on sales made to foreign jurisdictions, which all use destination sourcing,

o Origin sourcing is tantamount to a federal mandate to eliminate sales and use tax,
impinging on important sovereign state tax policy choices. Every state and locality has
made very specific decisions on how to fund government services, using many different
tax and fee options. State and local governments would no longer be able to choose to
tax consumption. Congress will have stripped them of that possibility by making it
economically disastrous to do so. Further, to offset for lost revenue, states will increase
other taxes imposed on their residents, such as property taxes and personal income taxes.

® Origin sourcing would result in chaos and confusion for purchasers. Instead of a
purchaser paying one tax rate based on where he or she lives, the purchaser would pay
tax based on the rate applicable in the shipped-from location, over which the purchaser
has no control and no understanding.

o Origin sourcing will either violate the Due Process Clause or will require a massive
restructuring of the existing sales and use tax system. If Congress only requires that
8
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states use origin sourcing without mandating a fundamental change in state sales and use
tax imposition, this will result in the vast majority of states sales and use tax statutes
being in violation of the minimum contacts requirement of the Due Process Clause. See
Daimler AG v. Bauman, 571 U.S.  (2014), International Shoe Co. v. Washington, 326
U.S. 310 (1945). Most states place the legal incidence of the sales tax on the purchaser;
the seller is only required to collect the tax from the purchaser and remit it to the state.
Mandated origin sourcing, without changing the legal incidence of the tax from the
purchaser to the seller, would violate the Due Process Clause because in most cases the
purchaser would not have the necessary connection with the state of origin for that state
to exert its taxing jurisdiction over the purchaser. The purchaser would merely be
ordering something with no knowledge or interest in what state the product would
originate — and thus be taxed. The only other option is, in the wake of a Congressional
origin sourcing mandate, for every state to change its use tax statute imposed on the
purchaser to a sales tax statute imposing the tax on the seller. This not only raises
significant logistical legislative challenges, but also raises issues regarding to what extent
could a seller specifically pass-through the tax to a purchaser. Thus, absent a mandate
that states legislatively alter the party on which the tax is legally imposed, a
congressionally mandated origin sourcing regime would be constitutionally infirm.
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Additional Discussion:
Due Process Issues

* Any legislation, regardless of its subject matter, is subject to Due Process protections.
There is nothing about legislation overturning (Qwui// that raises unique Due Process
problems.

o Quill Corporation v. North Dakota, 504 U.S. 298, 305 (1992).

* As Professor Walter Hellerstein noted in his treatise, “Congress possesses unquestioned
power under the Commerce Clause to regulate state taxation of interstate commerce.”
Hellerstein, State {axation, J4.24. The U.S. Supreme Court invited Congress to act on
this issue, and noted that while Congress had full power to regulate interstate commerce,
Due Process protections would remain, regardless of Congressional action. Quill
Corporation v. North Dakota, 504 U.S. 298 (1992). Congress has the ability to establish
the framework necessary to ensure remote sellers are able to collect all state’s sales and
use taxes, while minimizing any undue tax burdens of complying with such system based
upon the simplifications and protections set forth in the federal legislation.

o The Due Process Clause requires a person to purposefully avail themselves of a forum
state before being subject to personal jurisdiction (or taxes) in the state. /nternational
Shoe Co. v. Washington, 326 U.S. 310 (1945). The Third Circuit has held that “mere
operation of a commercially available web site” does not show that an operator
purposefully availed itself of a forum state. 7oys "R” Us, Inc. v. Step Two, S4, 318 F. 3d
446, 454 (2003). However, in the same case the Third Circuit held that “[i]f a defendant
web site operator . . . knowingly conducts business with forum state residents via the site,
then the “purposeful availment” requirement is satistied.” Zoys "R"” Us, Inc., 318 F. 3d
at 452.

o If a remote seller is operating a website accessible in a state and transacting
business with a purchaser, then the remote seller has likely purposefully availed
themselves of the jurisdiction.

* A congressional grant under the Commerce Clause of jurisdictional authority to states is
not a new concept and has been successfully implemented in the past — with few due
process problems.

o MecCarran-Ferguson Act — removes Commerce Clause restrictions on interstate
regulation of insurance, including state taxation of insurance companies.

o Mobile Telecommunications Sourcing Act — establishes the jurisdiction able to
tax cellphone usage and related services.

e When it comes to Congressional regulation of state taxes, a Due Process violation could
occur only if a state improperly exercised the authority allowed by Congress. The risk of
state Due Process violations exists today and is not exacerbated or enhanced by
Congressional action.

10
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o The PACT Act is not analogous to the existing proposals for Congress to overturn Quill’s
Commerce Clause limitations. Unlike proposals to overturn Qu/ll, the PACT Act placed
an affirmative burden on businesses by requiring them to comply with state and local
tobacco tax laws on remote sales as if the sales occurred in a state. 15 U.S.C. § 376a.
The PACT Act created a jurisdictional fiction; this jurisdictional fiction is what created
the Due Process problems and that fiction does not exist in the efforts to have Congress
overturn Quill.

o Furthermore, the PACT Act litigation arose in a different context than the
hypotheticals used against legislation to overturn Quill. The PACT Act litigation
involved businesses seeking to enjoin the federal statute from deeming a sale to
have occurred in a state regardless of the actual contacts with the state. Tam
unaware of any examples where a state has sought to justify enforcement of its
tobacco tax laws on a remote seller in violation of Due Process by invoking the
PACT Act.

11
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Additional Discussion:
One Rate Per State for Remote Sales

A one-tax-rate-per-state requirement would force at least half of all local governments to
raise their tax rates. In states that allow localities to impose local sales tax, each locality
chooses the tax rate applicable to consumers in that jurisdiction. Requiring localities to all
adopt the same tax rate (the implicit mandate of a one rate tax system) would force localities
with a lower tax rate to raise their rate such that all localities had the same tax rate, leading to
a rate that equaled the “highest common denominator.”

Tax rates applicable to consumers who live in a city, county or other jurisdiction should not
be determined by federal legislation. Local political processes are in place to establish tax
rates applicable to constituents who live in those jurisdictions. It is those constituents who
rely on government services and who should have a say in the rate applicable to their
purchases. Congressional interference with state and local tax rates would impinge on the
political sovereignty of state and local governments in a way that disrupts decision-making
for important local programs.

A one-tax-rate-per-state requirement would impose a new burden on purchasers to track the
difference between the rate collected by a remote vendor and the actual combined state and
local rate applicable to the transaction. If the actual combined state and local tax rate
exceeds the rate collected by a remote vendor, the purchasers would have an obligation to
pay the difference as a use tax liability on their purchase — unless Congress also mandated the
elimination of use tax as it is known today. The additional tax obligation would require
purchasers to track whether their vendors were collecting the actual state and local tax rate or
were collecting under the one rate regime. Purchases made from remote sellers operating
under the one rate regime would be subject to additional use tax exposure analysis.
Purchases made from sellers that had pre-existing nexus would be taxed at the actual state
and local rates. Consumers would have to track each purchase to determine which method
was used and whether additional use tax was owed.

Imposing two different tax rate rules on a vendor based on whether that vendor had nexus in
the destination jurisdiction would be more administratively burdensome than today’s tax
regime — it would require vendors to maintain two types of tax collection, reporting, and
remittance.

12
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Mr. GOODLATTE. Thank you, Mr. Kranz.
Mr. Moschella, welcome. Welcome back to the Committee.

TESTIMONY OF WILLIAM E. MOSCHELLA, SHAREHOLDER,
BROWNSTEIN HYATT FARBER SCHRECK, LLP

Mr. MoscHELLA. Mr. Chairman, Ranking Member Conyers,
Members of the Committee, I appreciate the opportunity to testify
and to come back before the committee that I was so privileged to
serve for so many years.

We represent Simon Property Group, the largest owner/operator
of shopping malls in the United States. The Simon Property Group
stands with the broad coalition that supports the Marketplace Fair-
ness Act. However, when Chairman Goodlatte indicated concerns
about the Senate-passed version of the bill, Simon Property wanted
to be responsive. In that spirit, we offer our idea to assist the Com-
mittee as it considers remedies for what most agree is a funda-
mental unfairness.

At its core, the Marketplace Fairness Act would authorize States
to require remote sellers to collect and remit State sales taxes to
the receiving State. Another option would be to enact a Federal law
prohibiting the shipment of goods in violation of the sales tax laws
of the receiving State. This is very similar to what Congress did in
the 1913 Webb-Kenyon Act concerning the regulation and taxation
of alcohol. In 2000, Congress reaffirmed and strengthened Webb-
Kenyon by enacting an enforcement provision giving States the
ability to seek injunctive relief in Federal court for violations of
Webb-Kenyon, including the failure of remote sellers of alcohol to
collect State sales and excise taxes.

The Webb-Kenyon model is simple. It is constitutional. It author-
izes no new taxes. It recognizes the sovereign nature of State tax-
ing decisions. It would not allow discriminatory State sales taxes.
And this concept was reaffirmed by wide bipartisan majorities ap-
proximately 14 years ago.

In my written statement, I detail the history of Webb-Kenyon,
which was a response to the changing commerce clause jurispru-
dence of the time. What is important to note from that recitation
is as follows: State regulation of alcohol was not always the norm.
The ability of States to regulate alcohol has ebbed and flowed be-
tween the States and the Federal Government as the Supreme
Court’s commerce clause jurisprudence has changed.

Prior to the enactment of Webb-Kenyon, the Supreme Court in
Leisy v. Hardin would not even allow a facially-neutral Iowa dry
State statute to prevent the direct shipment of beer to an Iowa con-
sumer. I thought that would interest Mr. King. In response, the po-
litically powerful temperance movement moved to convince Con-
gress to pass Webb-Kenyon, which filled what was regarded as a
direct shipment loophole. In holding that Webb-Kenyon was con-
stitutional, the Supreme Court observed that the act prevented
“the immunity characteristic of interstate commerce from being
used to permit the receipt of liquor through such commerce in
States contrary to their laws.”

In the same way that Webb-Kenyon eliminated the regulatory
advantage obtained through the immunity characteristic of the
commerce clause, this Committee is considering ways to eliminate
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the regulatory advantage enjoyed by remote sellers under contem-
porary commerce clause jurisprudence. In 2000, Congress re-
affirmed and enhanced Webb-Kenyon when it enacted the 21st
Amendment Enforcement Act. Congress permitted a State attorney
general to seek injunctive relief against anyone the State had rea-
sonable cause to believe violated that State’s liquor laws. This, of
course, includes State tax laws. Today’s debate about how best to
help States enforce their sales tax laws is reminiscent of the debate
over the Enforcement Act.

The House Committee on the Judiciary’s report on the bill ob-
served that with the advent of the internet, numerous direct sellers
had entered the alcohol market. In addition to the concern about
underage purchasers receiving direct shipments of alcohol, the
Committee report emphasized concern that direct shippers of alco-
hol were avoiding State taxes. “Illegal direct shipments also de-
prive the State of the excise and sales tax revenue that would oth-
erwise be generated by a regulated sale.”

In fact, one of the key Federal court cases cited by the Com-
mittee in its report justifying the need for the Enforcement Act in-
volved the State of Florida’s allegations that an out-of-State direct
shipper failed to pay excise taxes, sales taxes, and license fees.
During a hearing on a similar bill in 1997, Members of this Com-
mittee heard testimony from the sponsor of the legislation, State
officials, and industry supporters who all agreed that circumven-
tion of State tax laws were a driving concern justifying the act.

Likewise during floor debate, Members of the House raised these
same State tax collection concerns. In addition, the chief Senate
sponsor of the Enforcement Act, Senator Hatch, discussed the lost
tax revenue generated by the sale of liquor from out-of-State direct
shippers.

The record could not be any clearer that one of the primary driv-
ers of the Enforcement Act was the inability of States to enforce
their rights under Webb-Kenyon to collect State taxes from out-of-
State shippers. Interestingly, all of the elements of that debate—
internet retailers, direct shipments, the failure to collect State
taxes—are all at work here. That is why Webb-Kenyon and the En-
forcement Act are an applicable precedent upon which to build a
solution.

Mr. Chairman and Members of the Committee, we hope this idea
helps generate thought and discussion about the best way forward
to solve the critical disparate tax treatment of remote and in-State
sales. I look forward to your questions.

[The prepared statement of Mr. Moschella follows:]
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Mr. Chairman, Ranking Member Conyers, and Members of the Committce, my
name is Will Moschella,! and I appreciate the invitation to testify today as you continue
to explore ways in which Congress can assist states collect sales and use taxes that are
due under current state law.

We represent Simon Property Group, the largest owner/operator of shopping malls
in the United States with 351 properties in 38 states and Puerto Rico. Over 420,000
employees work at Simon Property shopping malls and Simon tenants remit $4.6 billion
in sales taxes and $608 million in property taxes to support the local economies where
Simon properties are located. It is the firm opinion of David Simon, CEO of Simon
Property Group, that congressional inaction on this issue will cause a serious downturn in
the U.S. economy and that it is of tantamount importance to find a solution that can pass
the Congress and be signed into law. He belicves that there must be a level playing ficld
regarding the tax treatment of internet sales and brick-and-mortar sales. The current
situation; in his opinion, is absolutely untenable and Congress must enact a remedy.

The Simon Property Group fully supports the Marketplace Fairness Act as passed
by the Senate. Simon Property is a member of the Marketplace Fairness Coalition, the
International Council of Shopping Centers, and the National Association of Real Estate
Investment Trusts, all of which support the Marketplace Fairness Act. The Marketplace
Fairness Act is a well-considered, bipartisan proposal which enjoys the support ol'a wide
coalition, including Governors, brick-and-mortar retailers, and Internet-based retailers.
However, when Chairman Goodlaite indicated concerns with the Senate-passed version
of the Marketplace Fairness Act, Simon Property endeavored to find other approaches
that could address those concerns and still achieve the fundamental purpose of the
Marketplace Fairness Act. If other cffective ways to address the incquity in the current
system can be supported by the vast stakeholders in this matter, Simon Properties will
help lead the effort to forge consensus and move it forward. We offer our idea to be
constructive and to assist the Committee as it considers remedies for what most agree is a
problem that must be solved. In that spirit, Simon thanks the Chairman [or calling this
hearing to explore alternatives, and we are pleased to discuss an idea we think could
satisfy the principles the Chairman released in 2013.

Injunctive Relief for Failurc to Comply with State Sales Tax Laws

At its core, the Marketplace Fairness Act would authorize states to require remote
sellers to collect and remit states sales taxes to the state to which goods are sent. Such
legislation is needed because the Supreme Court has interpreted the Commerce Clause to
prevent states from doing this on their own.

! Mr. Moschella is a Shareholder at Brownstein Hyatt Farber Schreck LLP. Before joining the firm in 2008, Mr.
Moschella served at the Department of Justice as the Principal Associate Deputy Attorney General and Assistant
Attorney General for Dol’s Office of Legislative Affairs. Prior to that, he scrved in a number of capacities on
Capitol Hill, including as the Chief Legislative Counsel and Parliamentarian of the House Committec on the
Judiciary.
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Another option would be to cnact a federal law pursuant to Congress’ Commerce
Clause jurisdiction prohibiting the shipment of goods in violation of the sales tax laws of
the state to which the goods are shipped. This is very similar to what Congress did in the
1913 Webb-Kenyon Act concerning the regulation and taxation of intoxicaling liquors.
In 2000, Congress reaffirmed and strengthened Webb-Kenyon by enacting an
enforcement provision giving states the ability to seek injunctive relief in federal court
for violations of Webb-Kenyon, including the failure of remote sellers of intoxicating
liquors to collect state sales and excise taxes.

The Webb-Kenyon model is simple: it authorizes no new taxes; it recognizes the
sovereign naturc of state taxing decisions; it would not allow discriminatory sales taxes;
and it should be politically acceptable because the Webb-Kenyon enforcement
amendments garncred the support of this Committee and 310 Aye votes in the House of
Representatives on August 3, 1999.

A brief review of the Webb-Kenyon Act and related Commerce Clause
jurisprudence regarding the regulation of intoxicating liquors demonstrates how this

model could apply to remote Internet sales.

Brief History of the Webb-Kenyon Act

Today, most regulation of alcohol occurs at the state level however, state
regulation of alcohol has not always been the norm in the U. S.2 The ability of states to
regulate alcohol has change as the Supreme Court’s Commerce Clause ]unsprudence has
developed over the years and as Congress has responded to those changes.® For example,
in the mid-19" century, states were understood to enjoy broad authority to regulate
alcohol based on a series of highly contested cases in which the Supreme Court held that,
unless there was a fedcral statute to the contrary, slates were not constralned from what
we refer to today as dormant or negative commerce clause restrictions.*

The temperance movement successfully sought to curb the sale and distribution of
alcoholic beverages one state at a time. However, by the 1880°s and 1890’s, the Supreme
Court became less accepting of state laws targeting imports. During this time, the
Supreme Court began to recognize the implied restrictions inherent in the Coinmerce
Clause; i.e. the dormant Commerce Clause restrictions on state action that discriminate
against out-of-state products

Furthermore, and more instructive to today’s topic, the Court held that the
Commerce Clause prevented states from passing facially neutral laws that placed an

2 A complete explanation of this fascinating history is recounted in Grankolm. v. Heald, 544 U.S. 460, 476 - 485
(2005).

® See Castlewood Int’l Corp. v. Simon, 596 F.2d 638, 641 (5th Cir. 1979) (“Since the founding of our Republic,
power over regulation of liquor has ebbed and flowed between the federal government and the states.”)

* The License Cases, 46 U.S. (5 How.) 504, 579 (1947).

S Walling v. Michigan, 116 U.S. 446 (1886) (invalidating a Michigan tax that burdened only liquor imports).
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impermissible burden on interstate commerce.® For example, the Supreme Court in
Bowman v. Chicago & Northwestern Rail Co. invalidated an Iowa statutc requiring all
liquor importers to have a permit.” In Leisy v. Hardin,® the Supreme Court held that,
notwithstanding the fact that the statutc in question did not discriminate against out-of-
statc scllers, lowa could not prevent the importation of beer “until it became comingled in
the common mass of property within the State. Up to that point of time,” the Court
reasoned, “in the absence of congressional permission to do so, the State had no power to
interfere by seizure, or any other action, in prohibition of importation and sale by the
foreign or non-resident importer.”

Because the Commerce Clause pendulum had swung so far away from the
doctrine annunciated in The License Cases, the temperance movement took its case to the
U.S. Congress. To address Bowman and Leisy, Congress enacted the Wilson Act which
empowered the states to regulatc imported liquor “to the same extent and in the same

manner as though such liquids or liquors had been produced in such State or Territory . . .
»l0

The Wilson Act was challenged under a number of legal theories. In response to a
Commerce Clause challenge, the Supreme Court avoided the constitutional issue by
construing the Act narrowly, holding that the Act did not permit states to regulate
alcoholic beverages shipped in interstate commerce for personal use,'! which many
viewed as a direct-shipment loophole.

In order to close this dircct-shipment loophole, in 1913 Congress enacted the
Webb-Kenyon Act'? over President Taft’s veto. 13 The Supreme Court held Webb-
Kenyon to be constitutional and obscrved that the Act prevented “the immunity
characteristic of interstate commerce from being used to permit the receipt of liquor
through such commerce in States contrary to their laws, and thus in effect afford a means
by subterfuge and indirection to set such laws at naught.”'

In the same way that the Webb-Kenyon Act eliminated the regulatory advantage
obtained through the “immunity characteristic” of the Commerce Clause, today this
Committee and Congress are considering ways to eliminate the regulatory advantage

¢ Granholm at 476-477 (citations omitted).

7125 U.S. 465 (1888).

# 135 U.S. 100 (1890).

% Id at 124-125. 1t should be noted that “Bowman and its progeny rested in part on the since rejected original-
package doctrine. Under this doctrine goods shipped in interstate commerce were immune from state regulation
while in their original package.” Granholm at477.

©27US.C. §121.

W Rhodes v. Towa, 170 U.S. 412, 421 (1898).

227U.8.C, §122.

" Interestingly, President Taft vetoed Webb-Kenyon based on Attorney General Wickersham advice that “any law
authorizing the States to regulate direct shipments for personal use would be an unlawful delegation of Congress’
Commerce Clause powers.” Granholm at 481.

" Clark Distilling Co. V. Western Maryland R. Co, 242U.8. 311, 324 (1917).
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enjoyed by remote sellers under contemporary Commerce Clause jurisprudence to avoid
adhering to state tax law.

Some may argue that the Webb-Kenyon modecl is an inapt solution to the
collection of state sales taxes by remote sellers because alcohol is “different” due to the
history of state regulation and because the 2 1* Amendment repealed the 18" Amendment
(Prohibition) and vested in the states the ability to regulate alcohol.

As already demonstrated, however, alcohol has not always been regulated at the
statc level, and at times in our history, states could not even regulate alcohol “in its
original packaging” because that was understood to mean that the alcohol was still in
interstate commerce and not subject to state regulation, including taxation. A strong
argument could be made that the only reason alcohol is treated differently is because a
powerful political movement — the temperance movement — had great support in
Congress and across the nation.

Second, it would be incorrect to argue that Section 2 of the Twenty-first
Amendment, which authorizes states to regulate alcohol, sets alcohol apart from other
goods. The Suprcme Court has noted that § 2 of the Twenty-first amendment expresses
“the framers’ clear intention of constitutionalizing the Commerce Clause framework
established under [the Wilson and Webb-Kenyon Acts].”"® In other words, the goals of
section 2 of the Twenty-first Amendment had already been achieved by Congress in
enacting Webb-Kenyon, Webb-Kenyon was a valid exercise of Congress” Commerce
Clause authority. Furthermore, contemporary § 2 cases have found that the Twenty-first
Amendment will not save “state laws that violate other provisions of the constitution”; “§
2 does not abrogate Congress’ Commerce Clause powers with regard to liquor”; and
“state regulation of alcohol is limited by the nondiscrimination principle of the
Commerce Clause.” 1° In sum, § 2 did not expand states” authority beyond that which
they already enjoyed under Webb-Kenyon. 17 Congress can exercisc the same authority
with regard to all goods subject to statc tax laws.'®

Congress Reaffirms and Enhances Webb-Kenyon in 2000

In 2000, Congress enacted the Twenty-first Amendment Enforcement Act
(“Enforcement Act”), which amended Webb-Kenyon to provide states a means of
enforcement (injunctive relicf) when a state attorney general “has rcasonable cause to
believe that a person is engaged in, or has engaged in, any act that would constitute a
violation of a State law regulating the importation or transportation of any intoxicating

15 429 U.S. 190, 205-206 (1976) (footnote omitted). See also, Florida Depatment of Business Regulation v. Zachy's
Wine & Liguors, Inc., 125 ¥.3d 1399, 1402 (1997) (“In addition to repealing prohibition, the Twenty-first
Amendment in effect constitutionalizes the Webb-Kenyon Act.”).

' Granholm at 486-487.

17 Congress reenacted Webb-Kenyon in 1935 after the ratification of the 21* Amendment.

8 Ouill Corp. v. North Dakota, 504 U.S. 298, 318 (1992)



70

Pape |5

liquor. . . 2 Congress took this action because dircct shipments of alcohol in
contravention of state law was a growing problem. The House Committce on the
Judiciary’s report on the bill observed that “several new players have entered the
alcoholic beverage industry” and noted that “[w]ith the advent of the Internet, they have
been able to advertise their product nationally and have been able to widely expand their
market access.” 2* The Committee report makes clear that the absence of an enforcement
mechanism will hamper states’ “ability to police sales to underage purchasers.””!
Moreover, of concern to the Committee and to Congress was that direct shippers of
alcohol were avoiding state sales and excisc tax laws: “Illegal direct shipments also
deprive the state of the excise and sales tax revenue that would otherwise be generated by
a regulated sale.” In fact, one of the key cases cited by the Committee in its report
justifying the need for the Enforcement Act involved the State of Florida’s allegations
that an out-of-state direct shipper had failed to pay “excise taxes, sales taxes, and license
fees.”” During a hearing on a similar bill in 1997, Members of the House Tudiciary
Commiitee heard testimony from the sponsors of the legislation,? state officials,” and
industry supporters.®® Among the reasons cited for supporting the Enforcement Act, were
that direct sales over the Internet, through catalogues, and other means, circumvented
state sales and excise taxes. In his opening statement, Chairman Coble summed up the
concern: “In recent years, improved methods of shipment and the advent of the Internet
have made it possible for small wineries and breweries to reach a much broader market.”
He noted that “[s]tates also claim that dircct shipment of alcoholic beverages to
consumers deprives a state of tax revenues . . . 2" When the Enforcement Act was

©27U.8.C. § 122a.

2 . Rept. 106-265, 106th Cong,, 1st. Sess. at 5 (July 27, 1999).

2 Ihid.

% fbid.

2 Florida Department of Business Regulation v. Zachy's Wine and Liquor, Inc., 125 F.3d 1399, 1400 (1997).

# Rep. Robert Ehrlich, the sponsor of the legislation, testified that “Illegal interstate shipping of alcohol not only
violates a state’s ability to regulate incoming alcohol beverages, it also bypasses state excise taxes. The companics
that obey current law and ship alcohol beverages in accordance with existing state laws pay a significant amount of
money in taxes. [llegal shippers deprive states of excise and state sales tax revenue which is generated from sales of
alcohol beverages. The tax revenue lost to states due to illegal shipments is estimated between $200 and $600
million a year.” Statement of Representative Bob Ebrlich, Hearing on Amendment to the Webb-Kenyon Act; and
The Private Property Implementation Act of 1997, Subcommittee on Courts and Intellectual Property, Ist Sess.,
105th Cong,. (Sept. 25, 1997).

% James M. Goldberg, on behalf of the Joint Committee of States, complained: “Out-of-state sellers shipping
illegally into a state deprive the state of the excise tax revenue which is generated from in-state sales of beer, wine
and distilled spirits, not to mention the sales tax revenue which goes uncollected from an illegal interstate sale.
Statement of James M. Goldberg, Hearing on Amendment to the Webb-Kenyon Act; and The Private Property
Implementation Act of 1997, Subcommittee on Courts and Intellectual Property, 1st Sess., 105th Cong,, at 45 (Sept.
25, 1997) (footnote omitted).

% Jim Simpson, on behalf of the National Licensed Beverage Association, complained that “NLBA members have
become greatly alarmed at the increasing frequency of consumers being solicited to buy beverage alcohol directly
through catalogs, magazines, direct mail and the Internet.” He noted that, among other problems, “[d]irect sales, in
most cases, avoid State excise and sales taxes . . ..” After providing estimates of the lost state tax revenue, Mr.
Simpson concluded that “[t]his hemorrhage of tax revenue will only increase as mail order, telephone, and Internet
sales become more popular,” Statement of Mr. Jim Simpson, Hearing on Amendment to the Webb-Kenyon Act; and
The Private Property Implementation Act of 1997, Subcommittes on Courts and Intellectual Property, 1% Sess., 105
Coug., at 33 (Sept. 25, 1997).

TIdat2 &5.
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considered by the full House, debate on the floor reflected the interest in helping states
enforce their state sales and excise taxes.?® Indeed, the Chief Senate sponsor of the
Enforcement Act, Senator Hatch, noted the lost tax revenue generated by the sale of
liquor from out-of-state direct shippers.”® The record could not be any clearer that one of
the primary reasons justifying the enactment of thc Enforcement Act was the inability of
states to enforce their rights under Webb-Kenyon to collect states sales and excise laxes
from out-of-state direct shippers. That conclusion is extremely similar to the facts that
gave rise to the Marketplace Fairness Act. All the elements discusscd in 2000 — Internet
retailers, direct shipments, and failure to collect state taxes — are all at work here, creating
an uneven playing field for retailers. That is why the Webb-Kenyon and the Enforcement
Act are an applicable precedent upon which to build a solution.

Conclusion

Congress could pass a one sentence statute modeled after the 1913 Webb-Kenyon
Act prohibiting the direct or remote shipment of goods in violation of the tax laws of the
receiving state. And, using the Enforcement Act as a guide, Congress could add several
more sentences outlining the application of injunctive relief. This would provide an
effective alternative solution.

Mr. Chairman and Members of the Committee, wc hope this idea helps generate
thought and discussion about the best way forward to solve the critical disparate tax
treatment of remote and in-state sales.

1 look forward to your questions.

% See ¢.g., Statement of Rep. Delahunt, 145 Cong. Rec 112, H6858 (Aug. 3, 1999) (“The bill is necessary not only
to prevent illegal shipments to minors, but to enable States to police licensing standards, track sale, and collect taxcs
on those sales, Last year, illegal alcohol shipments cost States some $600 million in lost revenues. State taxes on
alcohol are an important source of support for State programs, and protecting that funding stream is a legitimate
State objective.”); Statement of Rep. Sensenbrenner, /d at H6860 (“These illegal direct shippers arc bypassing State
excise and sales taxes, operating without required licenses, and most appallingly, illegally selling alcohol to
underage persons.” Rep. Sensenbrenner emphasized that the Enforcement Act “does not change existing State laws,
and makes no restrictions on legal Internet or catalog sales. It does not open the door to Internet taxation.”);
Statement of Rep. Barrett, 1d. at H6865 (After noting that direct sales of alcohol “drain needed tax revenue,” Rep.
Barrett concluded that “companies in one State should not be able to disregard the laws of another State in an effort
to reach new customers.

2 Statement of Sen. Orrin Hatch, 145 Cong. Rec. 38, S2509 (March 10, 1999).
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Mr. GOODLATTE. Thank you, Mr. Moschella.
Mr. Sutton, welcome.

TESTIMONY OF JAMES H. SUTTON, JR., CPA, ESQ.,
MOFFA, GAINOR, & SUTTON, PA

Mr. SUTTON. Thank you. I am here before you today to speak——

Mr. GOODLATTE. You may want to turn that microphone on and
pull it close to you.

Mr. SUTTON. I am here before you today:

Mr. GOODLATTE. Pull it closer.

Mr. SUTTON. Is that on now?

Mr. GOODLATTE. That is it.

Mr. SUTTON. Okay. Thank you. I am here before you today to
speak against my own personal interest. As a CPN attorney whose
practice is devoted almost entirely to the State and local use tax
controversy, if the Marketplace Fairness Act were to pass, my law
practice would explode from clients all over the country. So when
I say to you today that the Marketplace Fairness Act is a bad idea,
it is because I truly believe it will cripple thousands of businesses
and hurt our economy overall.

I handle tax audits, protests, litigation, collections, revocations,
voluntary disclosures, and even criminal defense, all for sales tax
every day. Each year my firm represents hundreds of people, busi-
ness owners, who feel that they are not being treated fairly by the
Florida Department of Revenue, just one State. I see firsthand how
aggressive a State tax department can be and how time consuming
anld expensive it is for honest business owners to defend them-
selves.

Software solutions can make filing tax returns possible. But the
complications for audits, collections, investigations, and criminal
prosecutions will not be handled by the software.

In my written testimony starting on page 4 is a listing of sales
tax horror stories and other issues registered voters in your State
will be facing if the Marketplace Fairness Act passes. For example,
are you ready to explain to the registered voters in your State how
they face 100 years of potential jail time spread between 45 States
because only a month or two of use tax was not reported when
their business went under? Are you ready for citizens of your State
to be extradited to Florida or to other States because that State
perceives that a business owner in your State owes use tax? Are
you ready for Florida and other States to completely ignore your
State’s corporate liability shell protection to impose personal liabil-
ities of the business owners in your State? These are only some of
the many problems that will ensue if the Marketplace Fairness Act
passes.

The purpose of the commerce clause is to ensure commerce flows
freely between the States without overly burdensome State regula-
tion. The Marketplace Fairness Act would literally obliterate the
purpose of the commerce clause. We need a solution to the State
tax problem, but forcing remote sellers to collect tax gives the
States jurisdiction over those remote sellers, which causes a whirl-
wind of problems I see every day in just one State.

Consider that every State with a sales tax and a use tax already
has all the laws, the rules, and the procedures in place for use
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taxes. The problem is no one has the information to enforce it. So
the solution is simple: taxable remote sales information needs to be
made available to the purchasers and the States.

I commend the great State of Colorado for trying something very
similar to this idea. However, under the commerce clause, only the
Federal Government has the authority to do this similar to the re-
porting that is being done in the EU for more than 10 years. There-
fore, I propose a consumer private reporting, CPR system, in which
a vendor would utilize the software that everybody else is pro-
posing to use to accumulate information for 1099 style reporting to
the purchasers and the States, but without the private information
of what is actually purchased. A database will be created at the
Federal level to accumulate that information to report. Self-report-
ing would become commonplace, and enforcement made easy for
the States with no new State use tax laws needed.

Finally, the law should establish a simplified nexus rule for sales
and tax use tax purposes. I believe consumer private reporting is
your answer. It places the least amount of burden on interstate
commerce. It compensates remote sellers for their time and ex-
pense. It allows the States the sovereign right to enforce their own
use tax laws without impeding on the personal privacy of the pur-
chaser.

Sales and tax reporting in this country needs Federal CPR.
Thank you.

[The prepared statement of Mr. Sutton follows:]



74



75

Exploring Alternatives Solutions on the Internet Sales Tax Issue
Testimony of James Sutton, CPA, Lsq.

March 12, 2014

Page 3

Exploring Alternative Solutions on the Internet Sales Tax Issue
Testimony and Additional Materials from:
James H Sutton, Jr., CPA, Esq.
The Law Offices of Moifa, Gainor, & Sutton, PA

1L WRITTEN STATEMENT
Mr. Chairman, Mr, Ranking Member, und members of the Committee:

[ appreciate the opportunity to submit this statement on alternatives to the remote sales and use tax
problem that we are facing in this country. I applaud the efforts of this committee for taking the time to
explore not only the alternatives to taxing internet-based transactions, but also all remote sales between
states. The implications for this country are vastly complex. As a CPA and Attorney that does almost
nothing but sales and use tax controversy, 1 hope to provide valuable insight into how your alternative
solutions will impact remote sellers. T believe that this country needs the federal government to intervene
te correct the sales and use tax problems we are facing.

a. Executive Summary

e [ am here before you today because I am a Florida CPA and Attorney whosc law practice is
devoted almost entirely to sales and use tax controversy in a state with projected sales tax
revenues cf over $22 billion this fiscal year. [ handle audits, protests, litigations, coliections,
revocations, and even criminal defense — all from a sales tax perspective. I’m not taking about a
few of the Fortune 1,000 companies. Each year my firm represents hundreds of small, medium,
and large businesses as well as individuals who all feel they are ot being treated fairly by the
Florida Department of Revenue. As a result, I see firsthand every single day how a state tax
department can walk all over the rights of business owners. I could tell you hundreds of horror
stortes, but included herein are summaries of examples of (1) states ignoring taxpayer rights and
(2) simple areas of statutory consiruction that leave small business owners helpless against the
state taxing authority.

s Based on my experience and the many examiples provided hereir, I can tell you unequivocally
that you do not want to give state tax departments free reign to regulate remote sellers throughout
this country. It would be devastating to businesses both large and small. Perhaps software
solutions can make filling tax returns possible, but the complications for audits, collections,
investigations, and criminal prosecutions will not be handled by software and will threaten to
cripple cur interstate commerce econemy.

= Both sales tax and use tax are excisc taxes —a tax on the right to do something. Sales tax is on'the
right to sell (or in some states, buy) a good or service within the borders of a state. Use fax is a
tax on the right to use that good or service in the state, if sales tax has not already been paid.
There must either be a sale or a use in the borders of the state for cither tax 1o apply. Therefore, a
remote seller is subject to tax in the state of its customer. The remote seller is not doing anything
that would subject it to tax in that remote state. Only the purchaser is engaging in a taxable event
— exercising some type control over the preblem in the state that is subject to use tax.

e There is something unfair happening to brick and mortar local businesses in this country, but it is
not remote sellers hurting these local businesses. The pain is caused by the lack of use tax
enforcement by the state tax departmients on the state’s own citizens. There is something unfair
happening to the states, but it is not remote sellers hurting the states. Again, it is the inability of
state tax departiments to enforce use tax laws on the state’s own citizens. The solution to both of
these problems is clear. We need to figurc out a way for the states to be able te enforce existing
use tax laws. The amazing thing is that each and every state with a sales tax already has cvery
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law, every rule, the tax form, collection procedure, and well tested case law in place to enforce
their own use tax laws, They only thing missing is the remote sales information.

e Tam proposing that the sales and use tax system is not working and it needs CPR- federal
Consumer Private Reporting legisiation that will require remote sellers to provide sales
information to the states and to purchasers so self-reporting of use taxes can become common
place in this country. The reporting would be done on an aggregate basis through a federal
database so the private information of what consumers purchased stays between the purchaser
and the remote seller. The remote vendors could either use state-funded software to report the
sales or they conld use their own software to provide the sales information. The details of the
Consumer Private Reporting system and alternative means of implementing it are provided
herein. The proposal meets all 7 of the Goodlatte Principles, without placing extreme burdens on
remote sellers and the national economy. It also resembles a reporting system being used in the
EU.

# Colorado should be commended for attempting a similar statute. However, under the commerce
clause, no state has the power to force remote sellers to report. Only the federal government has
this authority, The C.P.R. system is similar to the reporting done in the European Union for more
than a decade.

e Finally, any federal legislation must simplify the nexus rules for sales and use tax in this couniry,
with a codification of the Quill' “physical presence” standard. Failure to do so will result in the
state continuing their expansive laws that continually ignore the Supreme Court’s ruling in Quill.
The U.S. Supreme Court has abstained from taking a single sales and use tax nexus case for over
20 years, after urging Congress to address the nexus issue. Now is the time to do so and create
simplified certainty for interstate commerce with regard to sales tax nexus.

b, Examples of Sales and Use Tax Creating Hardships for Businesses

Below are examples of how sales and use tax statutes, rules, and state tax department procedures are atl
weighted against vendors. For the most part, these examples just take into consideration the complexities
of one state’s laws. Imagine the varicty of complexities that would result in 45 state’s laws applying to a
remote vendor. As you consider these stories, please also realize that these are but a drop in a sea of
turmoii happening right now to small business owners in this country whe don’t have a high powered
lobbyist to Gght for them. These business owners rely on you to protect them. If you pass federal
legislation that gives states the right to reach across state lines, this turmoil will be unleashed on business
owners all over the country. So I ask you to remember that by creating the commerce clause - the
founders of this country trusted you, members of Congress, to stop the states from putting their own
revenue needs ahead of the good of this country and the free flow of commerce among the states.

Arrested for Sale Tax: Would it surprise you to Jearn that in Florida it only takes $301 of
unremitted sales tax over a 5 year period to become 3" degree felony punishable by up to 5 years
in jail and 35,000 in fines? If the tax due crosses $20,000, it is punishable by up to 15 years in
Jjaif. Struggling business owners are shocked to find out that the Florida Department of Revenué
has an investigation unit whose job is to see the business owner arrested because they paid
employees instead of the state.

194+ Years in Jail for a Failed Basiness Owing Sales Tax: According to the Small Business
Administration, 30% of businesses fail after two years and 50%% of businesses fail after five
years.” Most businesses go under owing money and, in my cxperience a shocking number of

Y Quill vs, North Dakota, 504 U.S. 298 (1992) {physical presence required for nexus).
2 SBA Office of Advocacy, Frequently Asked Questions, Updated January 2011
{http://www.sha.gov/sites/default/files/shfaq.pdf)
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them will have two or three months of collected, but not remitted, sales tax. If a statute like the
MFA passes, then 50% of new companies collecting sales tax on behalf of 45 states will fail,
many owing sales tax to 45 states. Ifthe average minimum criminal sales/use tax fraud statute in
this country is the length of Florida’s, 5 years for $301 of tax, then a failed business owner (and
all responsible parties in the business) couid be facing up to 225 years in prison (5 years times 45
states with a sales/use tax). This is one of a hundred uninicnded conseq es of the
Markeiplace Fairness Act.

Extradition: I know an 80+ year old woman who was taking care of a terminally ili family
member in Illinois when the police came to arrested her. This poor woman, whose restaurant was
believed to owe sales tax when it closed, spent 4 days in a van with 10 others, chained to her seat,
with no sleep, no showers, no heat, and $1 sandwiches and a cup of water for breakfast, Junch,
and dinner. Do you want Florida extraditing your citizens for perceived sales tax problems?

Debtor’s Prisen: If a business owes sales tax and simply cannot afford to pay the tax, then the
owner faces serious prison terms under Florida’s sales tax fraud statutes, However, if the
business owner can pay the tax back, invariably, the business owner can avoid jail time. How are
you going te explain to citizens in your district the fact that they are going to jail for sales tax
debt they can not a not a debtors prison itutional violation?

Guilty until Proven Innocent: I know just how overwhelming it is for a business owner to find
out that Florida has the power to estimate sales taxes with the presumption of accuracy, placing
the burden on the business to prove the state wrong. What is worse is that Florida often estimates
twice the historical average of tax due, and then the taxpayer owes that amount if the taxpayer
does not have the proper paperwork or the help of a good professional help prove the state wrong.
This is effective a guilty until proven innocent statute akin to legatized extortion. Do you want
Flarida’s tactics unicashed on business owners of your state?

Automated Cellection Process: The states are moving towards automated collections, taking the
human element out of the collection process. Automated bank freezes, robotic calls harassing for
late return, and tax liens filed with no human intervention. This is when mistakes happen — such
as the tax warrant apparently being issued against the Florida Supreme Ceurt in February 201 2.2
What are you going to tell registered voters in your disirict when they complain to you that
remote state tax departments are freezing their business’s bank account over mistakes made by
automased compuier systemns?

200% of Tax Personal Liability - Piercing the Corperate Veil: Many states have very nasty
statutes that allow the state to completely ignore corporate shell liability protection to come after
the officers, directors, and shareholders for sales tax lability. Florida has a 200% of tax penalty
on cach responsible party that gets used regularly or agent business owners whose failing
business may have owned sales and/or use tax.* Are you ready to expluin to pour state’s
business owners how you allowed them to become personally liable for use tox that their
business may have owed other states?

2 Florida Tax Warrant # 1000000250554, Issued February 9, 2012 in Leon County, Florida. {It turned out the
warrant was intended ta be filed on the Florida Supreme Court Historical Society, but the computer system
truncated the name. The Florida Supreme Court Historical Society gives tours of the Florida Supreme Court dnd
the board of Directors are all former presidents of the Florida Bar).

 See, Sec. 213.29, Fla. Stat.
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‘Wavier of Rights for Payment Plan: In Florida, a taxpayer has the statutory right to be
considered for a payment plan under the Taxpayer Bill of Rights.” However, the Florida
Department of Revenue decided that taxpayers should be required to give up all appeal rights and
personally guarantee not only the past tax liability but also the next 12 months of future fiabilitics
— just 1o enter a payment plan that they have the right to under the law. If a business owner in
your district gets behind in remitting use tax, which many will, then can you imagine them
entering personal guarantees with 45 states?

Auditors Not Trained on Taxpayer Rights®: I have persenally been through Flarida’s certified
sales tax auditor training — and there was no training on the Florida Taxpayer Bill of Rights. 1
have asked many current and former Florida sales and use tax auditors if they were trained in the
Taxpayer Bill of Rights. Would you believe that I have been consistently told that the
Department of Revenue does not even bother to teach auditors about the Florida Taxpayer Bill of
Rights? Perhaps your state revenue department respects taxpayer rights, but under the
Marketplace Fairness Act, business ewners in your state will be subject ie the rules,
regulations, and enforcement actions of 45 states and will not be able tv avail themselves of the
taxpayer righis in your state when dealing with other states.

Sales Tax Audits Take 6 to 12 Months: The typical sales tax audit takes between 6 and 12
months to complete (presuming an administrative challenge is noi necessary). If federal
legislation allows remote sellers to have nexus everywhere, then the “free” software will not
manage these audits. The remote seller will have to bear the time and expense to manage
approximately 8 audits’ a year and be liable for the mistakes. Do you want to explain to business
owners in your state why they have to bear the cost of possibly eight sales tax audits a year?

Appeal Rights Lost Before Even Getting the Notice: A taxpayer has a limited time frames a
taxpayer has to respond or challenge a pesition of any state tax department. Sometimes that time
frame is as short as 20 days in Florida. The date is determined based on the date on the letter
giving the notice. However, the Florida Department of Revenue will wait days to mail the letter,
sometimes up to a week. Considering that the letter might also take several days to arrive at the.
taxpayer’s location then the taxpayer has almost no time to respond and loses their appeal rights.
Letiers with taxpayer deadlines to respond sent across the country could easily misy deadlines
and forfeit appeal rights, which would bz a copunon place if the Marketplace Fairness Act is
enacted.

Pay to Play: Many states will not let a taxpayer challenge the state taxing authority in court
uniess the taxpayer has paid the tax in full. Small business with limited capital resources could be
at a complete disadvantage when dealing with remote states — and have no representation in the
state legislature to seek relief.

Contract Auditors: If you have been given the impression that states will not audit remote
sellers very often under the Marketplace Fairness Act, then you are not aware of “contract
auditors,”” Many states contact with third parties to perforin sales tax audits. The states may not

_have cnough statc auditors to audit in 45 states, but you can guarantee that if it is profitable for
the state, they will hire an endless supply of contact auditors to perform sales and use tax audits
everywhere, including your state.

% See, Sec. 213.015({10), Fla. Stat.

5 See, Sec. 213.015, Fla. Stat,, also known as the Florida Taxpayer Bill of Rights.

7if a company Is audited on average every 5 years by 45 states, then the company will be a little over 8 audits a
year on average.
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Lack of Uniformity of Enforcement: Florida, similar to most states, gives taxpayers “the right
to fair and consistcnt application of the tax laws.” In all too many circumstances, local Revenue
offices have completely different procedures and rules. For example, one local office will not
enter any installment agreements for a period more than 6 months. The remaining revenue
offices will offer 12 month installment agreements. So taxpayers that have to request installment
agreements in that one local revenue office are treated differently than the taxpayers elsewhere in
the state. If state tax departments cannot treat their own residents uniformiy, do you really
expect remofe stute tox departments to treat your vesidents and local businesses with the some
JSairnesy as they treat their own in-state companies?

Revenue Agents Ignore Tax Professionals: At almost all local levels of the Florida Department
of Revenue, there are agents that believe that they can talk to the taxpayer anytime they want,
even if the taxpayer has a power of attorney representing them. This is a clear violation of
Florida’s Taxpayer Bill of Rights.® This happens in audits, collections, and criminal
investigations, the latter of which has US constitutional issues. The DOR added a line to the
power of attorney trying to say that they don’t have to contact the taxpayer’s representative at all
times if it is inconvenient, o you wand to explain to the tax professionals in your state why
you vated for the Markeiplace Fairness Act and allowed your in-state tax professionals (o be
complelely ignored by out of state taxing authorities?

Waive 5th Amendment Rights Just to Pay Tax: One of my “favorite” stories involves a
business owner who came into a local revenue office to pay late taxes. The local collection agent
refused to accept the payment unless the taxpayer signed a sworn statement that he was
committing sales tax fraud for not paying on time. When the taxpayer refused, the collections
agent escorted the taxpayer to a window with no windows where the collection agent and his
supervisor berated the taxpayer with claims that he had to sign what amounted to a criminal
confession. Neither the procedure by the local collection agents nor the form the taxpayer was
asked to sign was approved by the Florida Department of Revenue, both of which are considered
illegal, unpromulgated procedures under Florida faw.

Unlawful Threats of Embarrassment, Arrest, and Closing Business: Collection agents have
been known to greatly exceed any authority granted under Florida law to harass taxpayers
because the collect agent gets fed up with ot upset with the taxpayer. For example, a law suit
against the Florida Department of Revenue in February 2014, seeking emergency and temporary
injunctive relief to stop a Florida Department of Revenue agent from harassing the business
owner.'® The suit was filed alleging a local revenue agent was belligerent, aggressive, strong-
armed, and vindictive, threating to embarrass the taxpayer in front of all his customers, lock his
doors, close down his business, and have him arrested. A collection agent does not have the
authority to do any of these things. It takes a full revocation proceeding, with due process rights
and hearings, to close down a business for sales tax in Florida, Only a state atforney, not a
collection agent, can file criminal charges against an individual for sales tax fraud, and only after
an investigation, Imagine what collection agents from Florida would do to remote sellers
located in your state if o statute like the Marketplace Fairness Act is passed.

8 Sec. 213.015(21), Fla Stat. {“The right to fair and consistent application of the tax laws of this state by the
Department of Revenue”).

? Sec. 213.015(3), Fia. Stat. {"The right to be represented or advised by counse! or other qualified representatives
at any time in administrative interactions with the department ... “}.

S Royal Trade investments of Sarasota, Inc. v, State of Florida Department of Revenue, {Case No. 2014 CA 601082
NC, 12th Cir. Ct. Fla.) complaint filed February 21, 2014.
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Every one of the issues listed above will be avoided if remote sellers are merely required to report sales,
instead of becoming use tax collection agents for the states. This is why I believe that Consumer Private
Reperting legislation — modified to completely protect consumers privacy - is the most simple and cost
effective solution, while not overburdening remote sellers or our national economy.

¢, The Basics of Sales Tax vs Use Tax That Few People Understand

Most people da not fully understand the sales and use tax issues for remote transactions. Both sales tax
and use tax are excise taxes — a tax on the right to do something. Sales tax is on the right to sell (or in
some states, buy) a good or sexvice within the borders of a state. In-state vendors charge sales tax,
because under most state laws, it is a tax on their right to sell, Yes, they have to pass the tax on to their
customers — but the taxable activity is the business selling. This is why brick and mortar companies
collect sales tax.

Use tax is a tax on the right to use that good or service in the state, if sales tax has not already been paid.
Use tax is not the obligation of an out of state seller becanse they have not done a taxable activity in the
destination state. Selling something in Georgia to someone in Florida simply is not a taxable event for
Florida. There is no legal mechanism in place to tax the Georgia seller for sales tax or use tax purposes in
Florida (as long as the Georgia company does not have nexus with Florida). The taxable event in Florida
is the purchaser using the good or service in Florida. Now Florida would love to force the Georgia seller
to act as a collection agent for Florida's use tax that the purchaser owes. But the Georgia seller literally
has nat done anything that would subject the Georgia seller to tax.

This is a very real distinction that almost no one outside the full time state and local tax (SALT)
profession knows, It is why the remote seller is not getting away with anything. They simply are not
doing a taxable activity.

The in state brick and mortar company is disadvantaged not because remote sellers are not collecting use
tax. Instead, it is because their own state tax department is not enforcing their use tax Jaws on people
purchasing goods remotely. The state is disadvantaged not because remote sellers are not coliecting use
tax. Instead, it is because the state tax department does not have an easy means of obtaining the
information on remete purchases subject to use tax in the state.
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d. CONSUMER PRIVATE REPORTING
COMPLIES WITH ALL SEVEN GOODLATTE PRINCIPLES FOR TAXING REMOTE SALES
WHILE PROTECTING CONSUMER’S PRIVACY

The biggest concern with any proposed legisiation aimed at reporting remote sales to the purchaser’s state
is that doing 50 would be a violation of the consumer’s right to privacy.!' There is a simple way to
alleviate the privacy concerns with a modified consumer reporting system that protects the purchasei’s
privacy — and does so in a way that burdens the free flow of interstate cominerce in the least way possible.

The Basics of 2 Consumer Private Reporting System

® TFederally require remote seller to report remote sales. The reporting would either be done by the
company itself (if approved to do so) or through approved software vendors that specialize in
helping sellers determine which goods are taxable in which states. The specifics of what exactly
is purchased never leaves the remote vendor's system, so the purchaser's private information stays
between the vendor and the purchaser.

= Approved software venders (or companies that self-report) would then report to a newly created
federal databasc that would combine sales inforination in a 1099 style format for each state and
cach purchaser.

e The purchasers would then have the information to file their own use tax returns with the state
and remit the use tax that has always been due. Because the purchaser knows the state has the
information, filing use tax returns will be encouraged.

e Ifa purchaser does not file a use tax return, then every state that has a sales tax already has a
process in place to send a friendly letter to the resident purchaser reminding them to pay the use
tax. Each state could choose to be strict or lax about the use tax compliance, but the people being
taxed would have a vote on the government officials representing them.

e The purchaser would have the right to reveal the specifics of a purchase to the state to prove that
an item should not be taxed. Otherwise, the state would not have the specifics of what was
purchased.

Additional Details of the Consumer Private Reporting System

e Set federal standards for the minimum information and a standard format'? of that information
that needs to be provided to the software vendors and to the federal database. This will allow
standardization for the whole industry.

o Approved software vendors will be funded by the states, not the remote vendors, potentially
based on a percentage of (taxable and exempt) sales reported through the system (by state).
Companics that are approved to seli-report into the federal database would alsc be reimbursed for
the cost of implementation.

e States would have the right to audit the software companies for compliance with the individual
state’s laws.

1t should be hoted that if a taxing authority has jurisdiction over a vendor, remote or otherwise, then the notion
of consumer privacy is a complete fiction. A state tax auditor has the right to inspect each and every customer
purchase record during a sales and use tax audit —regardiess of whether the information is reported to the state.
So, the proposed Marketplace Fairness Act {and any similar collecting and remitting legislation}) would give the
states the authority to review every single purchase record during an audit of an out of state vendor.

¥ The format should be ubiquitous and scalable, so it can be used everyone and installed on one machine or 300
different types of hardware.



82

Exploring Alternatives Solutions on the Internet Sales Tax Issue
Testimony of James Sutton, CPA, Esq.

March 12, 2014

Page 10

® For approved remote vendors that choose to self-report into the federal database, the states would
have the right to review the remote vendor’s tax coding process for good faith compliance. The
remote sellers would not be liable for mistakes in taxability coding, but substantial non-
compliance based on a reasonable standard could result in the remote seller being required to use
an approved third party software vendor for tax determination and reporting.

s If a vendor elccts to use an approved third party sofiware provider, remote vendors could apply
for reimbursement of expenses to upgrade software to account for the new reporting system
during the first year - to be funded by the states.

o Ifaremote seller has nexus with a state, then normal sales/use tax collection rules would apply.

e Ifaremote seller is discovered to have nexus, then the remote seller would be pardoned for all
periods reported to the states through the new federal system, but then normal sales and use tax
rules would apply.

e The federal law would create a bright line nexus standard at the federal level for sales and use tax
purposes sitilar to the rules established in Quill vs. North Dakota, 504 U.S. 298 (1992) (physical
presence required). If use taxes are being collected via seif-reporting, then the state will not have
a need to push for nexus of remote sellers. Create a bright line test at the federal level to create
certainty for businesses.

& Purchaser's information would be accumulated based on several sources: federal tax identification
number, credit card number, and/or, if opted by the purchaser, a completely separate US sales tax
identification number issued by the authority overseeing this process.

Contreversial Possible Additions/Alternatives

o A small seller exemption could be part of the legisiation, such that businesses with a minimum
number of remote sales or a minimum dollar of remote sales would be exempt. Ctherwise, the
expense to occasional sellers and low dollar volume sellers would be toe high and wouid keep
these businesses from engaging in interstate commerce. For example, if a brick and mortar
company ships a good to an out of state customer, then that would be a remote sale. For
illustration purposes, an exemption might be available for a brick and mortar company that only
does 50 or less of these a year or less than $100,000 a year, The same exemption, whatever it was
determined to be, would apply to all remote sellers. If the sales tax rate across the country is 6%,
then the unreported remote sales could result in $6,000 of use tax going unreported to all 45 states
{($133 per state). The threshold for the exemption could be set at the estimated cost (time/labor) to
implement the system versus the average unreported use tax potentially lost related to those sales.

o Instead of tasking remote sellers to determine taxability of remote sales state by state, have the
remote sellers simply report gross remote sales by person, by state. The process would stiil need
some type of federal database for accumulating the information so that the states do not receive
any details on what was purchased. The federal database would issue a 1099 style report to the
state and the purchaser so self-reporting of use tax would be easy and commonplace, To account
for a portion of the sales that would be exempt under state law, each consumer would be allowed
to elect a certain percentage be exempt, If the purchaser wanted to claim more exemptions, then
the purchaser has the right to prove a higher exemption level. Each state could set their own
exemption percentage to account for the typical exemptions available in that state. Remote sellers
would be subject to the federal reporting requirements, not the remote state's jurisdiction.
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e. BENEFITS OF A CONSUMER PRIVATE REPORTING SYSTEM

States Collect Use Taxes: Consumer Private Reporting legislation would allow the states to finally
enforce the use tax laws that have been in force for decades, and mostly through a means of consumer
self-reporting. Even in states, such as Florida, with no personal income tax return — accountants and
CPA’s would incorporate use tax return filing with their normal federal income tax return services. With
the 1099 style reporting information readily available to purchasers — the returns would be very simple for
taxpayers to fill out on their own. For the few purchasers who don’t report, all states already have a letter
audit process in place to notify their citizens of the use tax obligation. The states would collect billions of
dollars of use tax revenue through a self-reporting under a Consumer Private Reporting system.

Brick and mortar vs Remote Seller ~ Take Sales and Use Tax Qut of the Equation: Consumer
Private Reporting Legislation would make every purchase subject to sales and use tax regardless of
whether from a remote seller or a brick-and-mortar retailer, Both remote sellers and brick and mortar
retailers would be required to comply with the sales and use tax laws of their state of domicile and
anywhere that they have nexus. Remote sellers would have a smali additional burden of utilizing the
reporting software for remote sales. However, this small burden on remote sellers is nothing compared
to keeping up with the sales tax laws in 45 states and 8,600+ local sales tax jurisdictions as well as going
through sales and use tax audits for 45 states. Even if the remote vendor is only audited by the states
every 5 years, that would still be an average of 8 sales and use tax audits a year, each of which can last
anywhere from a few months to a couple of years. A Consumer Private Reporting system would remove
these extreme burdens on remote sellers, allowing both the remote seller and the brick and mortar retailer
to only have to deal with sales tax compliance/audit burdens in their nexus states — a true level playing
field.

Puvrchaser Private Information Is Protect: If someone purchases a good or service from a remote seller,
then that person is trusting that vendor with their private information. Under a Consumer Private
Reporting system, the individual’s private information stays between the customer and the vendor., All
that gets reportad to the state is the fact the instate customer purchased $x amount of taxable
goods/service per month from all remote vendors. No additional information is reported to the state
UNLESS the in-state purchaser wishes to disclose information to show that certain purchases were
somehow exempt or otherwise not taxable. In fact, a remote purchase will protect customer private
information more than an in state purchase — but a state tax auditor would have the right to review ali
customer purchase records on an in-state retailer. However, that will not be the case for remate purchascs
under a Consumer Private Reporting system.

Simplification of Sales and Use Tax State Laws In This Country: Consumer Private Reporting
legislation would not turn state sales and use tax laws and 80+ years of case law precedent on its head.
The realm of state and local taxation is complicated enough as it is. Tnstcad the proposed legistation
would simply make onc small extension of federal law to require reporting of remote sellers through
approved software vendors then use the existing use tax laws with every state that does not have a sales
tax. As noted in footnote 2 above, the legislation might also be the perfect place to simplify the sales tax
nexus rules, such as codifying the Quill decision.'® If a state is already collecting the tax through an
effective self-reporting system, then the state will have much less incentive to chase after remote sellers
for sales tax collcction responsibilities. The legislation could also provide some type of limited indemnity
for a remote vendor if it is Jater discovered to have nexus' but only if that vendor can show that it was
properly reporting sales throngh the Consumer Privale Reporting system. Similarly, the legislation could
allow a statute of limitations for remote sellers found to have nexus, but enly if that vendor was already
properly reporting sales.

B Quill Corp. v. North Dakota, 504 1.5, 298 {1992) {requiring physical presence in state before the state can force
use tax coilection requirements on a remote seller}.

1 5uch as an employee moves into ancther state, without the remote vendor realizing the sales tax nexus
implications.



84

Expioring Alternatives Solutions on the Internct Sales Tax Issue

Testimony of James Sutton, CPA, Esq.
March 12,2014
Page 12

f. REVIEW OF GOODLATTE PRINCIPLES OF TAXING REMOTE SALES
UNDER PRVATE CONSUMER REPORTING LEGISLATION

1. Tax Relief — Using the Internet should not create
new or discriminatory taxes not faced in the offline
wosld. Nor should any fresh precedent be created for
other areas of interstate taxation by States.

A Consumer Private Reporting (CPR) statute would
not create any new tax, but would merely allow the
states to enforce their existing use tax laws.. Remote
sales would be subject to the same use tax rate as the
sules tax rate for purchasing the same good or service
from an in-state retailer. The same previous nexus
laws would still apply, but perhaps with statute of
limitations and relief for vendors who were already
reporting through the CPR system.

2. Tech Neutrality — Brick & Mortar, Exclusively
Online, and Brick & Click businesses should all be-on
equal footing. The sales tax compliance burden on
online Internet sellers should not be less, but neither
should it be greater than that on similarly situated
offline businesses.

A Consumer Private Reporting statute would aliow
both Brick and mortar retailers as well as remote
sellers ta focus on the sales and use tax rules and
compliance burdens in their state of domicile. Remote
sellers — online and otherwise — would have a small
extra task of utilizing the approved software to report
purchases to the software provider. However, the
remote sellers will not have to collect and remit sales
and use tax to 45 states. The burden is really placed on
the software provider to make sure their software
properly accounts for taxability of the sales and
properly reports that information, without private
consumer information, to the states.

3. No Regulation Without Representation — Those
whe would bear state taxation, regulation and
compliance burdens should have direct recourse to
protest unfair, unwise or discriminatory rates and
enforcement.

Under Consumer Private Reporting legislation remote
selfers would only be subject to the federal reporting
faw in the state for which they will have a vote in the
staie senators, representatives, and president.
Businesses that collect/remit sales tax on in state sales
and citizens that pay use tax on remote sales — would
be subject to laws of their domicile state, {for which
they have a vote in their state government.®
Businesses will not be forced to collect and remit for
distant states without a legislative voice. State citizens
will not be forced (directly or indirectly) to pay sales or
use tax to distant states just because the vendor
happens to be located in that state.

4, Simplicity — Governments should not stifle
businesses by shifting onerous compliance
requirements onto them; laws should be so simple and
compliance 50 inexpensive and reliable as to render a
small business exemption unnecessary.

Under a Consumer Private Reporting system, once the
taxability of a remote seller’s particular goods and
services are determined, tracking and reporting sales to
the software vendors would be Gterally effoit-free.
Software providers would be tasked with helping
vendors determine what is and what is not taxable.
Companies like Ebay and Amazon could have the
remote vendor soflware provided to them by the states
and integrated seamlessly into the on-line sales
process. Remote vendors would not be required o

15 Note: There will be circumstances, just as there are now, in which'a purchaser will receive a good or service ina
state other than their domicile and be taxed in that state with no vote in that state’s government. The sarme could
be true of businesses that operate in multiple states, but have no owners or employees that are demiciled in more
than the home state of the company. This situation is limited to rare exception in both the current situation and

under the proposed legislation.
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collect and maintain exemption certificate information
--as [ong as the sales information is provided throngh
the CPR software. Also worth noting is the simplicity
for purchasers to use a simple tax report to complete a
simple use tax return — or place the taxable purchase
amount and tax due on their personal state incotme tax
return, such as California. This system is by far the
simplest of legislative proposals on remote vendors, If
the alternative gross reporting system is considered,
then even determining taxability is not necessary.

5, Tax Competition — Governments should be
encouraged to compete with one another to keep tax
rates low and American businesses shouid not be
disadvantaged vis-a-vis their foreign competitors.

Under a Consumer Private Reporting system, the
inclusion of hundreds of mitlions of dollars of extra use
tax revenue should make lowering sales tax rates
feasible. More and more we hear of citizens choosing
to move from high tax states to lower tax states. States
that want to increase the number of residents, patential
employees, potential business creators, and individual
tax payers should feel even more encouraged to
consider lowering their state sales tax rate. It is also
worth noting that the choice of local for a remote seller
is not a tax neutral decision because their customers
will be paying sales tax in their state.

6. States’ Rights — States should be sovereign within
their physical boundarjes. In addition, the federal
government should not mandate that States impose any
sales tax compliance burdens.

Under a Consumer Private Reporting system, the states
will be empowered with the information to enforce
their own use tax laws and will not be mandated in any
way to impose any sales tax compliance burdens. The
states can even choose not to impose any usc taxes on
its citizens and businesses. Under a CPR system, state
sovereignty over the state’s own citizens and business
is of the utmost importance. However, the states will
not be granted sales tax jurisdiction over businesses
domiciled in other sovereign states unless the company
is deemed to have nexus in that state,

7. Privacy Rights - Sensitive customer data must be
protected.

Under a Consumer Private Reporting system, customer
sensitive data would stay between the remote seller and
the customer. 1f the remote seller uses a third party
like EBay or Amazon to consummate the transaction,
then the customer information would stay between the
customer, the remote scller and the third party
facilitator, just as it does under the current sifuation.
The states will only receive a cumulative report from
the software company that provides customer
information for all taxable remote purchases from all
remote vendors during the specified time from. The
name of the vendors would even be withheld — by the
software provider. Only the customer would have the
right to disclose private transaction details if the
customer wanted to challenge the taxability of a
transaction or provide evidence of an exemption under
state law,

8. Simply Sales and Use Tax Nexus — Any federal
legislation in this area should simplify the nexus
standard to add clarity to interstate commerce.

The proposed CPR statute will establish a Quill
“physical presence” standard and meet the nexus
simplification principle.
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g Summary of Consumer Private Reporting

The explosion of interstate commerce of the second half of the Jast century created some truly
difficult problems in our state sales and use tax legal system. From carpet baggers to mail order
catalog companies, everyone felt the strain of uncertainty — including our court system with over
300 full dress court opinions dealing with the Commerce Clause by 1959. The explosion of
electronic commerce exponentially deteriorated the condition of the U.S. sales and use tax
system. There is a growing injustice to brick and mortar vendors that operate purely inside a
state's borders because their own state tax department cannot or will not enforce the state’s use
tax laws. There are also billions of dollars of use tax going unreported and uncollected by the
states, because the states do not have the information to enforce the use tax laws on their own
citizens. The Marketplace Fairness Act, which generally requires remote sellers to collect and
remit use tax for the states, seems to solve the issues for brick and mortar vendors and the states,
but does so in a way that allows 45 states to have extreme power over remote vendors
everywhere. The compliance burdens alone are crippling for remote vendors, even with federally
funded software to assist. Combine this with all the additional audit, collection, and criminal
issucs — by 435 different states — that remote vendors would face under the Marketplace Fairness
Act, and the eventual burden on interstate commerce {s truly impossible to even fathom.

The sales and use tax system in this country is struggling and it needs help. Only the federal
government has the power to legislate in a way that can assist, but it must do so in a way that
interferes with interstate commerce the least. [ propose the Consumer Private Reporting system
is that solution. It takes sales and use tax out of the competitive equation between brick and
mortar vendors and remote sellers. It also allows the state to realize the dream of regular and
systematic use tax reporting by its own citizens. However, the proposed Consumer Private
Reporting legislation does so in a way that places the least amount of burden on remote sellers
and interstate commerce, which is the ultimate purpose of the commerce clause in the first place.

In my humble opinion, the US Sales and Use Tax system Is sick and needs Federal C.P.R.



87

Exploring Alternatives Solutions on the Internet Sales Tax Tssue
Testimony of James Suttan, CPA, Esq.

March (2, 2014

Page 15

h. CONCERNS OVER OTHER IDEAS

SSUTA: The SSUTA agreement is very well intended. However, sales taxes are simply too diverse
among the states and quite often too complicated in even one state. The horror storics [ have described
herein are taxpayers dealing with only the sales and use tax laws of their own state. The SSUTA tends to
deal with issues faced by bigger companies and does not address really address the needs of the small
business. Nor does it comprehend the collection issues or criminal aspects of sales tax. Tt fails to address
intrastate transactions, so we would effectively have two sets of rules for multistate versus in-statc
transactions. Although a good concept in theory, the prevalence of the internet has given rise for a need
for federal legislation to assist in achieving a common solution among all the states.

Multistate Compact — Collect and Redistribute: This is one of the more interesting of the non-
consumer reporting proposals. My biggest concem is that it would create a “tax wagging the dog”
situation. Remote selling businesses would migrate to states that did not tax their good or service. A
state that exempts clothing would become the hub for clothing remote sellers. Companies that sell food
remotely would all locate their companies to staies that exempt food. There is a fundamental problem
when a sales tax law encourages businesses to treat this country like a checker board. Worse yet — in state
retailers that sell those particular goods or services would be at a permanent disadvantage on sales fax
because the in state retailer would still have to charge sales tax. This violates one of Geodlatte’s Seven
Principles of for Taxing Remote Sales. The states with no sales tax create a myriad additional problems.
Within a few years - we would bave much the same problems with do now, because of the ease of
planning to achieve for 100% tax avoidance.

Grant States the Power to Exclude Instead of the Power to Tax: [Forgive me for sounding like a law
professor on this topic.] While T believe that the Commerce Clause would allow Congress the power to
grant the states the right to exclude interstate transactions, I believe doing so would be fundamentally
against what the Coramerce Clause was intended to do in the first place. The Commerce Clause is in
place to ensure the free flow of commmerce between the states. Prior to the Constitution, we had the
Atticles of Confederation. One of the biggest problems with the Articles of Confederation was that it did
nothing to stop states from indirectly taxing each other through transactions flowing through their states.
For example, the sea port states would heavily tax goods arriving from the sea for destinations in non-sea
port states. The founders of our country created the Commerce Clause specifically to prevent tax hungry
states from putting their individual state needs ahead of the good of the country. In doing so, the founders
of this country trusted you, members of Congress, to put the free flow of commerce among the states
above the need of the individual states. Therefore, in my humble opinion, this proposal viclates the
fundamental purpose of the commerce clause.

Origin Base Collection: The origin based tax system is the most theoretically interesting suggestion on
the table. In theory, it is amazing. However, the devil is in the details and unfortunately the details reveal
that an origin based system would create many of the same major problems we have today. (1) Any
origin based system would encourage remote sellers to migrate into states with no sales tax, completely
aveiding sales tax on all sales to anywhere in the country. T could foresee Montana, with no sales tax,
being renamed Amazontana. In other words, this does not fix the dilemma of Brick/Mortar companies
having to charge sales tax versus on-line transactions {violating one of the Goodlatte Principles).
Furthermore, any federal sales and use tax law should encourage businesses to treat this country like a
checkerboard — hoping from state to state just to avoid getting captured by a state tax. The law should be
tax neutral at the business level, in my humble opinien. (2) T do not believe the commerce clause gives the
federal government the ahility to regulate a purely in-state activity. Therefore, even in an origin based
systein, the destination state would still have the sovereign right to tax the purely in-state use of the
property — i.e. a use tax. This could result in sales tax in the origin state and use tax in the destination
state. | could predict the courts getting involved to require the destination state to provide a credit to the
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purchaser for sales tax paid at the origin state, However, the use tax problem would still exist in high tax
states even if a credit is allowed for sales tax. {4) A federal required origin base sales/use tax system
would encourage rampant state tax Jobbying so certain products produced in the seller’s state would be
exempt from sales tax, exasperating the use tax problem in issue 2 above. (3) History tells us that states
can be just as creative in ways to increase taxes as taxpayers are in avoiding taxes.'® The federal
government would have no authority to stop a state from slightly changing the nature of their in state tax
on in state property so a credit for sales tax paid to another state would not be available.

¥ There are a number of states that switches to a modified gross receipts tax to avoid the state income tax
jurisdictional limits of Public Law 86-272.
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Mr. GOODLATTE. Thank you, Mr. Sutton.
Mr. Crosby, welcome.

TESTIMONY OF JOSEPH R. CROSBY, PRINCIPAL,
MULTISTATE ASSOCIATES INCORPORATED

Mr. CrosBY. Chairman Goodlatte, Ranking Member Conyers,
and Members of the Committee, I applaud you for taking the time
today to shine light on this important and critical issue of leveling
the playing field between remote and Main Street commerce. Fif-
teen years ago I testified before the Federal Advisory Commission
on electronic commerce. In reviewing that testimony, I was struck
by C‘;he fact in many ways how little changed in the intervening pe-
riod.

My comments from 1999 still ring true. Simplification is the only
solution that removes an objectionable burden from vendors with-
out shifting the burden to other parties. Simplification is the only
solution that can lead to a level playing field.

In the wake of the Commission’s work, the States came together
with vendors, both online and offline, state tax experts, and other
interested parties to develop the Streamline Sales and Use Tax
Agreement. The benefits of that agreement—a simplified and more
uniform sales tax system—accrues almost exclusively to sellers.
Viewed from that perspective, it is astonishing in some ways that
24 States actually adopted the agreement in whole.

There are two main stumbling blocks for the remaining States in
adopting the agreement. The first and most obvious is that there
is no guarantee that it will lead to collection authority. Again, as
I testified to in 1999, States may be unwilling to embark on radical
change without a clear idea of the exact level of change that the
Congress will demand.

The other stumbling block is the agreement requires States to
make changes that apply both to remote and intrastate commerce.
As noted in the staff summary for this hearing, many States are
hesitant to surrender their autonomy over internal taxing policy.

The decision to apply the agreement both to remote and intra-
state activity was well considered. The goal of the agreement was
not merely to obtain collection authority for the States, but also to
simplify sales tax collection for all sellers, both remote and Main
Street sellers. That was and is a laudable goal, but it has proved
too ambitious for many States in the absence of congressional au-
thority.

An alternative framework would be to fashion an interstate
agreement that focused exclusively on remote sellers and remote
sales. Such an agreement would allow States to retain full auton-
omy over intrastate sales while providing sufficient simplification
and uniformity to minimize the sales tax collection burden on re-
mote sellers.

If such an alternative framework is to be pursued, it must be de-
fined by Congress. States within the existing streamlined agree-
ment would be unwilling to make further changes without cer-
tainty that those changes will lead to collection authority. States
outside the agreement are unlikely to adopt something in the ab-
sence of congressional action because it would simply prove the po-
sition that they have taken today.
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Like the existing streamlined agreement, an alternative frame-
work would require numerous specific elements, but those elements
would only apply to remote sellers in remote commerce. My written
statement includes a detailed discussion of the elements that
should be incorporated into an alternative framework.

One caveat is that the alternative framework would create two
separate sets of sales tax rules with which most sellers would be
required to comply. We tend to think that remote sellers and Main
Street sellers are in their own categories. In reality, every seller,
with very few exceptions, is a nexus seller in one or more States
and a remote seller in other States. A Federal law that differen-
tiates between nexus and remote commerce will require sellers to
comply with two different sets of sales tax rules based on their sta-
tus as a nexus seller or a remote seller.

Several other options are being presented to you today. With the
exception of Mr. Moschella’s proposal, all of them were considered
and rejected as unworkable by State tax policy experts, even before
the Advisory Commission concluded its work. The new veneers ap-
plied to these concepts and presented today cannot remedy their
fundamental flaws.

I began my testimony by noting that in many ways, little has
changed in the past 15 years. In other ways, however, the environ-
ment we live in today is dramatically different. Fifteen years ago,
sales tax simplification was just an idea. Today 24 States have
adopted it. Fifteen years ago, very few governors were engaged on
this issue. Today governors across the country are calling upon you
to act.

Sales tax collection software is no longer just a concept. It is
working today for thousands of online sellers. E-commerce itself
has grown dramatically. Seven percent of all retail sales are now
comprised of e-commerce, which is a tenfold increase over 15 years
ago. And there have been 17 consecutive quarters of double digit
increases in remote commerce.

Finally, elected State leaders across this country are proposing
bold tax reforms that would help create jobs, increase investment,
and lead to higher wages. Those reforms are imperiled by an erod-
ing sales tax base resulting from e-commerce.

Some have asked why there is an urgency to address this issue
now. There is an urgency because retailers who have invested in
your communities are at a disadvantage because of governmental
policies. The urgency is about government picking winners and los-
ers in the marketplace. The urgency is because State and local gov-
ernments, as you know, do not have the luxury of borrowing to bal-
ance their budgets or the time to kick the can down the road.

This is not about retailers with outdated business models not
wanting to compete. This is about businesses that have made in-
vestments in your communities and their inability to compete on
a level playing field. It is not about State and local governments
asking for new revenue. It is about elected State and local leaders
who have made tough decisions to reform their sales tax systems,
but have been hamstrung in imposing those new changes because
of congressional inaction.

It is not about protecting consumers who knowingly or not are
evading existing sales tax laws. It is about helping those of your
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constituents who are currently doing their honest best to comply
with the existing sales tax laws and taxes that are owed.

Mr. Chairman, Members of the Committee, thank you for your
time. I look forward to any questions you may have.

[The prepared statement of Mr. Crosby follows:]

Testimony of
Joseph R. Crosby
Principal
MultiState Associates Incorporated
515 King Street
Suite 300
Alexandria, VA 22314
703-684-1110

On the Issue of

Exploring Alternative Solutions on the Internet Sales Tax Issue
Before the

United States House of Representatives
Committee on the Judiciary

March 12, 2014
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Chairman Goodlatte, Ranking Member Conyers and Members of the Committee, | am
Joe Crosby, a principal with MultiState Associates. | have devoted most of my
professional life to state tax policy questions, and in particular, to state taxation of
interstate commerce.

| appreciate the opportunity to testify today. | advise many businesses and trade
associations on state tax policy issues, and my firm works closely on sales tax collection
issues with several large retailers and their associations. However, | do not appear here
on behalf of any client. The views | will express reflect my independent professional
judgment.

Advisory Commission on Electronic Commerce

Fifteen years ago, | testified before the federal Advisory Commission on Electronic
Commerce. In reviewing that testimony in preparation for today, | was struck by the fact
that, in many ways, little has changed in the intervening period with regard to the issue
before you, which is how best to facilitate collection of sales taxes on remote sales.

My comments from 1999 still ring true:

Simplification of the sales and use tax system is the only solution. Simplification is
the only solution that removes an objectionable burden from vendors without
shifting a burden to other parties. Simplification is the only solution that can lead to
a level playing field, which | define as an equitable, consistent, easily administered,
and technologically-neutral sales and use tax system.

If, as | contend, my assertion was correct then and remains correct now, why has

simplification failed to take root in all sales tax states? Why have many of the sales tax
states declined to adopt the Streamlined Sales and Use Tax Agreement?

Streamlined Sales and Use Tax Agreement

Today, the benefits of the Streamlined Agreement today accrue primarily to sellers. The
sales tax simplifications within the Streamlined Agreement benefit sellers by reducing the
administrative costs and uncertainty associated with sales tax collection. The mere fact
that 24 states now have identical administrative provisions and definitions also drives
reduced costs for sellers. The only direct benefit for states that are party to the
Streamlined Agreement is a modest revenue stream from approximately 2,000 sellers
who have volunteered to collect sales taxes in all Streamlined states. The real potential
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benefit to states, gaining from Congress the authority to require remote sellers to collect
legally owed sales taxes, has yet to be realized.

Viewed from that perspective, it is surprising that 24 states have simplified and made
uniform their sales tax systems despite receiving little direct benefit. For the states that
have not adopted the Streamlined Agreement, the pain of simplification today is greater
than the potential future benefit of federal authorization of remote sales tax collection.

There are two main stumbling blocks to the remaining states adopting the Streamlined
Agreement. The first, and most obvious, is that there is no guarantee that adopting the
Streamlined Agreement will lead to collection of legally due sale taxes by remote sellers.
As | testified fifteen years ago, “States may be unwilling to embark on such a radical
change to any major component of their revenue systems without a clear idea of the exact
level of change [that the Congress will demand].” Unless and until the Congress sets forth
a clear path by which states can obtain the authority to require remote sales tax collection,
there is no incentive for the remaining states to simplify their sales tax systems.

The other stumbling block is that the Streamlined Agreement requires states to make
changes to their sales tax systems that apply both to remote and intrastate activity. As
noted in the hearing summary, “many states... are hesitant to surrender autonomy over
their internal taxing policy.”

The initial decision for the Streamlined Agreement to apply both to remote and intrastate
activity was well considered. From many perspectives, it remains the correct decision.
The goal of the Streamlined Agreement was not merely to obtain authority to require
remote sellers to collect tax, but also to make the sales tax system less burdensome and
more efficient for all sellers. That was and is a laudable goal, but it has proved thus far too
ambitious for many states in the absence of a Congressional guarantee that the effort will
be rewarded.

An Alternative Framework: Simplification for Remote Sellers and Remote Sales

An alternative framework would be to fashion an interstate agreement that applied only to
remote sellers and remote sales. Such an agreement would allow states to retain full
autonomy over intrastate sales while providing sufficient simplification and uniformity to
minimize the sales tax collection burden on remote sellers.

Such an alternative framework must be defined by Congress. After fifteen years of difficult
substantive and political discussions among state and local governments, the existing
Streamlined Agreement states would have no inclination to make further changes to their
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sales tax systems without certainty that those changes would automatically provide
authority to require remote sales tax collection. And the states that never adopted the
Streamlined Agreement because of skepticism that Congress would ever grant such
authority will undoubtedly take continued Congressional inaction as proof of their
position.

Like the existing Streamlined Agreement, the alternative framework would require
numerous, specific elements, but those elements would be directed at remote sellers and
remote sales only. The necessary elements fall into three buckets.

The first bucket includes substantive simplifications to minimize the burden of tax
administration. Examples of these simplifications include a single point of registration for
sales tax collection in all states, a single uniform sales tax return, and a single point of
remittance for sales taxes for all states.

Theoretically, this bucket could also include simplifications to sales tax bases, rates and
sourcing regimes for remote sales but not for intrastate transactions. Addressing bases,
rates and sourcing, however, would create challenges for taxpayers (purchasers) and
nexus (in-state) sellers. A taxpayer could be placed in the position of having a tax liability
in a state different than the tax collected by the remote seller because of base, rate or
sourcing differences between the federal standards and state law. Similarly, sellers would
carefully need to determine, for each state, whether they are “remote” or “nexus” sellers
and follow the appropriate federal or state rules. Such a determination is not easily made,
and the status of a seller as “remote” or “nexus” in a state is subject to change based on
the activity of a single employee (where such activity is unlikely to be known by those in
the company required to comply with sales tax laws).

The second bucket addresses software and related services to facilitate the collection of
tax under a simplified system. Remote sellers would have the option to choose from
different software and service providers whose programs work in all sales tax states, and
that software and related services would be provided free of charge to the remote seller.
The software would be required to be capable of calculating sales and use taxes due on
each sale at the time the sale is completed, filing sales and use tax returns and being
updated to reflect tax rate changes or tax base changes. It may also be advisable to
include provisions to address the costs remote sellers will face to integrate such software
into their existing systems.

The final bucket deals with sales tax audits and enforcement. The alternative framework
should include a “consolidated audit agreement” among the states that provides that one
state shall have the authority to audit a remote seller on behalf of all states. The remote
seller should have the option to challenge the findings of such an audit in the state of its
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choosing. The alternative framework should also exempt smaller sellers that use certified
software from being subject to audit at all.

The appropriate level at which to set the small seller audit exemption is a purely a
question for the Congress, but recent research from the Small Business Administration
(SBA) is helpful in this regard. According to the SBA study, there are more than 5 million
online sellers. The vast majority of those sellers are very small; if the threshold for audit
exemption was set at $5 million in annual sales, then, according to the SBA, only 750
online sellers would be subject to audit. In other words, a $5 million threshold would
exempt 99.99% of all online sellers from audit. A threshold of $1 million would exempt
99.96% of all online sellers; $500,000 would exempt 99.93% of online sellers; and a
threshold as low as $150,000 would still exempt 99.76% of all online sellers.

Last year, the Committee on the Judiciary released a set of seven principles by which it
would evaluate proposals to facilitate the collection of sales taxes on remote sales. | have
attached at the end of my testimony an evaluation showing how this alternative
framework adheres to the principles along with a discussion of various options to
implement the principles in a legislative proposal. This alternative framework should be
designed to dovetail with the existing Streamlined Agreement wherever possible.
Although the alternative framework is limited to remote sales, it would act as a floor, not a
ceiling, for state simplification efforts. In other words, it would not prevent a state from
extending the benefits and protections for remote sales and remote sellers to intrastate
sales and nexus sellers, if the state so chooses to do so.

One caveat to this alternative framework, which | alluded to previously, is that it would
create, de facto, two different sets of sales tax rules with which most sellers would be
required to comply. The vast majority of sellers, both online and offline, are nexus sellers
in some states and remote sellers in others. According to the aforementioned SBA report,
large internet sellers—the top 750—currently collect sales tax in an average of 18 states.
A federal law that differentiates between nexus and remote commerce will require sellers
to comply with two different sets of sales tax rules depending upon their status as a nexus
seller or remote seller. If the alternative framework is limited to administrative
simplifications and protections for remote sellers, compliance with two sets of rules will be
less difficult for such “dual status” sellers than if the alternative framework implicates the
imposition of tax and taxability determinations (product definitions, sourcing, tax rates,
etc.).

A second caveat to the alternative framework is that it creates an incentive for states to
narrow the pool of remote sellers to the greatest extent possible. In other words, if the
simplifications and protections are only afforded to sellers defined in federal law as
“remote sellers,” states will have an intrinsic interest in stretching the concept of nexus as
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much as possible and to assert that sellers are “nexus” and not “remote.” This is hot a
trivial issue: distinguishing between nexus and remote sellers essentially guarantees,
over time, that the simplifications and protections provided by federal legislation will be
enjoyed by an ever diminishing set of sellers.

Other Options

Four other options are being presented to you today. Interestingly, three of them are not
the least bit novel. Origin sourcing, reporting by remote sellers to facilitate use tax
collection and the International Fuels Tax Agreement model were all discussed and
debated during the proceedings of the Advisory Commission on Electronic Commerce. In
fact, all three concepts had been considered and rejected as incomplete solutions by
state tax policy experts, economists and legal scholars even before that Commission
began its work. The final concept—banning interstate commerce—is indeed new and
speaks for itself.

Origin Sourcing

Origin sourcing is peddled as the simplest of all solutions: retailers must know and comply
with only one set of sales tax rules. It avoids requiring a retailer to comply with a “foreign”
state’s tax laws. It is also alleged to promote tax competition.

It is true that origin sourcing is simple, but it is better characterized as simplistic. In return
for simplifying tax collection for sellers and ensuring that they are required to comply only
with tax laws in states in which they have a physical presence, origin sourcing requires
your constituents to pay taxes to other states, states in which they may never set foot and
have no vote. The only way a taxpayer can avoid paying taxes to another state under
origin sourcing is to never purchase goods from an out of state seller. Origin sourcing is
the ultimate manifestation of taxation without representation.

The flaws of origin sourcing do not stop there. It also acts as a de facto tax on exports and
a complete tax exemption on imports. To be clear, origin sourcing would exempt all
foreign sales into the United States from sales tax and would impose sales tax on many
exports from the United States to foreign countries. This is but one of the many reasons
that no modern economy employs origin sourcing for cross border sales (or consumption)
taxes.

Finally, the assertion that origin sourcing promotes tax competition is misguided at best.
States like Florida and Texas attract residents for many reasons, one of which is the lack
of a personal income tax. That is tax competition: people move to those states to benefit
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from what they perceive to be a superior tax system. Residents of those states are well
aware that the government they demand requires a certain level of resources, and,
consequently, sales taxes in those states are above the national average. Suggesting
that tax competition is furthered when a Florida or Texas resident places an order from an
online company whose “origin” is in a state without sales tax is farcical. That is not tax
competition; it is tax arbitrage and should not be encouraged by the federal government.

For these reasons, Professor Charles McLure, a senior fellow with the Hoover Institution
and former official in the Treasury Department under President Reagan, testified against
origin sourcing for state sales taxes in a hearing before the Senate Committee on the
Budget 14 years ago. He also presented at that time an “Appeal for Fair and Equal
Taxation of Electronic Commerce,” which opposed origin sourcing and was signed by
more than 170 tax economists and professors of law.

Reporting and Use Tax Colfection

A second concept is to require remote sellers to report sales to the purchaser's home
state. The state would then use this information to enforce its use tax. This approach has
been attempted by states before, both cooperatively and by mandate. In the late 1990s,
groups of states in both the Northwest and Northeast entered into agreements with each
other and with businesses to share information that would facilitate use tax collection. The
results of these efforts were not encouraging. More recently, Colorado and a few other
states have attempted to mandate different types of notification and reporting.

Congress has authority to make some type of reporting mandatory. At best, however,
mandatory reporting and use tax collection is a poor alternative to collecting the
appropriate tax at the time a transaction is completed. Taxpayers would be required
annually, or perhaps more frequently, to compile all of the notifications they receive from
all remote sellers they patronize and complete a use tax return reporting—and
paying—unpaid taxes. In aggregate, taxpayers would be required to file hundreds of
millions of additional tax returns annually, and states would be required to process and
audit those returns. Some consumers may endeavor to avoid making purchases from
remote sellers in an effort to avoid the filing burden and need to make payment in a lump
sum rather than on each transaction.

The larger concern with this approach relates to those audits. A remote seller would not
simply be able to report to states the total amount of purchases made by a taxpayer in a
year, or even the amount of each transaction made in a year. That information would be
useless from a tax compliance perspective, because not all sales are taxable. Indeed, a
remote seller would be required to report line item detail of each and every item a
taxpayer purchased. One need not be a privacy expert to appreciate the implications of
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such reporting. Consumers are unlikely to be comfortable with tax administrators having
detailed information about their purchases of books, movies, medical devices,
prescription drugs, entertainment products, etc. In fact, a federal district court, in a case
involving North Carolina, held that such detailed reporting violates the First Amendment
of the United States Constitution and the federal Video Privacy Protection Act.

The Congress has authority under the Commerce Clause to mandate some type of
reporting. However, the First Amendment may bar the Congress from requiring the type
of reporting sufficient for tax administrators to determine whether an item that has been
purchased from a remote seller is taxable. Without that information, there can be no
enforcement of the use tax, placing us back in exactly the position we are today.

Some have suggested these privacy concerns can be avoided by creating a federal
database, or imposing an unfunded mandate on states by compelling them to fund
reporting regimes run by third parties without providing the states with the authority to
require collection at the time of sale. These are desperate efforts to overcome the
fundamental flaws with such a regime. Clearly, the concept of reporting alone is no
solution to the problem at all.

International Fuels Tax Agreement

Finally, I turn to the International Fuels Tax Agreement (IFTA) as a model for remote sales
tax collection.

The IFTA was initiated in 1983 by Arizona, lowa and Washington as an effort to ease fuel
tax compliance for states and interstate commercial motor vehicles. In 1984, the
Congress supported a National Governors Association (NGA) working group that
incorporated IFTA and a regional fuels tax agreement between northeastern states. By
1990, 16 states had adopted the model created through the NGA process. IFTA became
mandatory through the 1991 enactment of the Intermodal Surface Transportation
Efficiency Act (ISTEA). ISTEA prohibited states from enforcing fuel taxes on interstate
carriers after 1996 unless the state complied with IFTA.

IFTA operates on a “base jurisdiction” model. The base jurisdiction is the state where the
qualified motor vehicle (QMV) is registered. Under the model, QMV's continue to pay fuel
taxes at the time of purchase. QMVs also track miles traveled in each jurisdiction. QMVs
file a quarterly return with the base jurisdiction indicating taxes paid in each jurisdiction
and miles traveled in each jurisdiction. The base jurisdiction collects additional taxes due
from, or pays refunds owed to (in aggregate) the QMV. The base jurisdiction, operating
through a clearinghouse maintained by the International Fuel Tax Association, Inc.,
distributes revenue owed to/from the various states in which the QMV operated during the
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preceding quarter. Finally, the base jurisdiction has responsibility for auditing QMVs on
behalf of all IFTA jurisdictions.

The Streamlined Agreement was initiated by the NGA and the National Conference of
State Legislatures (NCSL). Given those organizations’ roles in developing and
implementing IFTA, there has been discussion since the beginning of the Streamlined
Agreement regarding the IFTA model and its applicability to sales taxes. In many ways,
the Streamlined Agreement mirrors IFTA (uniform definitions, Streamlined Sales Tax
Governing Board, Inc. to administer the agreement, a single system to register sellers in
all jurisdictions, certified software providers for sales tax compliance, etc.).

Despite these similarities, there are fundamental political and substantive considerations
that work against the base jurisdiction concept for remote sales tax collection.

The first political consideration is that the IFTA was broadly supported by the affected
industry. In the sales tax arena, there are deep differences within the remote seller
community. IFTA is also targeted at taxpayers; QMVs had nexus and an obligation to pay,
and taxes were being collected. The only question was administrative simplification for
taxpayers and states. Finally, fuel taxes, although an important source of revenue, are
dwarfed by sales tax revenues. Fuel taxes are a dedicated revenue source more akin to a
user fee, while sales taxes are general fund revenue sources in nearly every state (and
locality) in which they are levied. States (and localities) will be very reluctant to relinquish
control over a significant portion of their first or second largest general revenue source to
their sister states.

From a substantive perspective, as is the case with QMVs, remote sellers currently must
register to collect sales tax in their “base jurisdiction.” Unlike QMVs, sellers with
operations in multiple states cannot choose a single jurisdiction as a base jurisdiction;
they must register to collect in each state in which they have a store or operation. Thus,
for sellers who have a location in more than one state and sell remotely into other states,
there is an initial question regarding which jurisdiction is the base jurisdiction. Perhaps it
could be the jurisdiction where orders for remote sales are received, accepted and/or
shipped, but for larger remote sellers those activities are likely geographically distributed
as well.

Along the same lines, a seller will be a nexus seller in some states and a remote seller in
others. How is the base state auditor easily to distinguish between nexus sales, on which
tax should have been collected and remitted to the destination state, and remote sales,
on which taxes should have been collected and remitted to the base state for further
distribution to the destination states? The status of a seller in each state (as nexus or
remote) will also change over time, perhaps frequently. That would require the seller to
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register and terminate registration in nexus states and shift tax collection to/from the base
jurisdiction.

Assuming these hurdles are crossed, the next one up is sheer number of taxable goods
and services and the lack of uniformity among the states with regard to defining those
goods and services. With IFTA, there is essentially only one product being sold: diesel
fuel. There is one rate per state (there are no local rates or base differences). There are
also no exempt goods or services or exempt purchasers (QMVs are by definition not
exempt from fuels taxes). Thus, there are no real questions on audit regarding whether
the good or service being sold was subject to tax, or whether the purchaser buying the
good or service was subject to tax. In other words, the IFTA audit function is essentially an
audit of the QMV'’s records of miles traveled and taxes paid.

Furthermore, all states participating in IFTA levy fuel taxes. If a base jurisdiction model
were applied to sales tax, states without a sales tax, and thus no competency to audit
sales tax, would be required to audit sales tax. Even states with sales taxes would be hard
pressed to fairly audit based on the laws of other states. Finally, it could be argued that
imposing a base state model, particularly on a state that does not have a sales tax, is an
unfunded federal mandate.

Some of these hurdles may be able to be overcome, especially in the context of seller use
of certified service providers (CSPs). With a CSP model, the audit could be limited to the
CSP rather than the seller. However, absent a mandate that sellers use a CSP, or seek
certification of their own compliance systems, a base jurisdiction model would require
states to audit based on laws they are unfamiliar with, which could be a detriment to
sellers.

The IFTA model is valuable and has informed the Streamlined Agreement as well as the
alternative framework | have presented here. However, the IFTA cannot simply be bolted
on as a solution to the problem of remote sales tax collection.

Conclusion

| began my testimony noting that, in many ways, little has changed with regard to this
debate in the past fifteen years. In other ways, however, the differences between then
and now are stark.

« State Legislatures: Fifteen years ago, sales tax simplification was only an idea.
Now, 24 states have implemented significant simplifications and harmonized
definitions, administrative provisions and other critical features of sales taxes while
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maintaining sovereignty over fundamental aspects of their tax systems. This is a
better track record than the IFTA had before it was mandated by Congress.

« State Governors: Governors across the country strongly support Congressional
action to authorize remote sales tax collection. Governors who have spoken or
acted in favor of a level playing field for all sellers include Paul LePage (ME), Mike
Pence (IN), Chris Christie (NJ), Rick Snyder (MIl), Robert Bentley (AL), Gary
Herbert (UT), Butch Otter (ID), Nathan Deal (GA), Bill Haslam (TN) and Dennis
Daugaard (SD).

« Technology: Software to calculate sales taxes due, remit taxes collected and file
tax returns has advanced dramatically. For several years now, remote sellers who
have volunteered to collect under the simplified system in the Streamlined states
have had access to several software and service providers, free of charge, to
handle sales tax administration.

« Ecommerce: According to the Census Bureau, ecommerce is ten times larger as
a percentage of retail sales than it was fifteen years ago, rising from 0.7% of total
retail sales in Q4 1999 to 7.0% of total retail sales in Q4 2013. Ecommerce has
grown at double digit rates for 17 consecutive quarters and for all but six quarters
since records were first kept.

« State Tax Reform and Tax Reductions: The two worst state fiscal recessions
since the end of World War Il have occurred in the past fifteen years. In response
to revenue volatility, expected reductions in future federal revenue sharing and
changes in the economy, elected state leaders are proposing bold reforms to
make their economies, and our country, more competitive. In the past year alone,
more than 10 states have debated extensive reforms that would decrease taxes on
returns to investments in people, property and capital and instead relied more
heavily on consumption taxes. These proposals all are projected to increase
employment, raise wages and attract investment. Erosion of the sales tax base
from uncollected taxes on remote sales seriously undermines these efforts.
Already, eleven states have adopted or are considering proposals dedicating new
revenues from remote sales tax collection to cuts in other taxes.

Some have asked why there is urgency to address this issue. There is urgency because
retailers who have invested in your communities are at a severe disadvantage to those
who have not because of government policies. The urgency is about government picking
winners and losers in the marketplace which results in actual job losses in your districts.
There is urgency because state and local governments do not have the luxury of
borrowing to balance budgets or of time to kick problems down the road.



109

Testimony of Joseph R. Crosby March 12, 2014
Committee on the Judiciary Page 11

This is not about retailers with outdated business models not wanting to compete. This is
about businesses that have made investments in your communities and their inability to
compete on a level playing field in terms of tax policy with their online only counterparts
who have not made a similar investment. It is not about state and local governments
asking for new revenue. It is about elected state and local leaders who have made tough
decisions to reform their sales tax systems but are hamstrung in their efforts by
Congressional inaction. It is not about protecting consumers who, knowingly or not,
evade tax laws. It is about easing the tax compliance burden on your constituents who
make an honest effort to fulfill their duty as citizens and pay taxes they legally owe.

Mr. Chairman, | again thank you for the opportunity to speak before this Committee today.
| welcome any questions that you or the Committee members may wish to pose.
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Appendix: Comparison of Alternative Framework to
Committee on Judiciary Principles on Internet Sales Tax

Tax Relief

Principle: Using the Internet should not create new or discriminatory taxes not faced in the
offline world. Nor should any fresh precedent be created for other areas of interstate
taxation by States.

Discussion: The Internet Tax Freedom Act, which expires in 2014 and which prohibits
new or discriminatory taxes on online commerce, addresses the first sentence of this
principle.

Under the Commerce Clause, as interpreted by the U.S. Supreme Court, sellers that do
not have substantial nexus with a State—Remote Sellers—are not required to collect
sales tax due on transactions with customers in the State. Any federal legislation seeking
to rectify the disparity between Remote Sellers and those who are required to
collect—Nexus Sellers—must, by definition, grant authority to the States to compel
Remaote Sellers to collect tax. To satisfy this principle, that grant of authority must be
narrowly construed so that it applies only to the collection of State and local sales and use
taxes and not to other taxes.

Implementation Options:

1. Provide that the Act shall not be construed as authorizing a State to subject a
Remote Seller or any other person to franchise, income, occupation, or any
other type of taxes other than sales and use taxes, affecting the application of
such taxes, or enlarging or reducing State authority to impose such taxes.

2. Provide that the Act shall not be construed to create taxable nexus or alter the
standards for determining taxable nexus between a person and a State or local
jurisdiction.

3. Provide that nothing in the Act shall be construed as encouraging a State to

impose sales and use taxes on any products or services not subject to taxation
prior to the date of the enactment of the Act.

4. Provide that the sole recourse for States to require Remote Sellers to collect
sales tax is to meet the requirements of the Act (“field preemption”).
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Tech Neutrality

Principle: Brick & Mortar, Exclusively Online, and Brick & Click businesses should all be
on equal footing. The sales tax compliance burden on online Internet sellers should not
be less, but neither should it be greater than that on similarly situated offline businesses.

Discussion: As a result of the U.S. Supreme Court’s interpretation of the Commerce
Clause, Remote Sellers have two distinct advantages over Nexus Sellers. First, Remote
Sellers cannot be legally required to collect tax, and thus Remote Sellers do not bear the
administrative burden of sales tax collection that Nexus Sellers bear. Second, because
few taxpayers actually pay use tax where sales tax is not collected, Remote Sellers also
enjoy, in most of the country, a non-trivial price advantage over Nexus Sellers. It is worth
noting that only non-U.S. businesses can be a Remote Seller in every State (U.S.
businesses have substantial nexus with at least one State even if that State does not
impose a sales tax) and that only some businesses are Nexus Sellers everywhere. Most
businesses are Remote Sellers in some States and Nexus Sellers in others.

Implementation Options: The alternative framework would authorize States to require all
sellers to collect sales tax on Remote Sales. To address the burden the may place on
Remote Sellers, the Act would require States to simplify the administration of sales tax as
a precondition for being granted the authority to require Remote Sellers to collect tax.
There are nearly as many opinions as to what constitutes “true simplification” as there are
people involved in the debate. The following list focuses on the simplifications that are
most meaningful to Remote Sellers. It is worth noting that simplifying collection for all
sellers has value in and of itself and benefits the economy overall.

1. Authorize States to require all sellers to collect and remit sales and use taxes,
but only as long as the State implements legislation that includes certain
Minimum Simplification Requirements.

2. Allow sellers to challenge a State’s assertion that it has met the Minimum
Simplification Requirements and incorporate provisions to terminate a State’s
authorization if it no longer satisfies the Minimum Simplification Reguirements.

3. Require States to publish notice of intent to exercise authority under the Act,
with a sufficient minimum period (e.g., 180 days) following the enactment of this
Act and the publishing of such notice.

4. Require States to adopt, via legislation, the “Minimum Simplification
Requirement” that:
a. specifies the tax or taxes to which the authority granted by the Act

applies and specifies any products or services otherwise subject to the
tax or taxes identified by the State to which the authority of this Act shall
not apply;
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b. provides for a single, central registration system for all States;

C. identifies a single entity within the State responsible for all State and
local taxing jurisdiction, sales and use tax administration and return
processing;

d. provides for a single, uniform sales and use tax return for use in all

States, including and all local taxing jurisdictions within the States, and
provides that a Remote Seller is not required to file sales and use tax
returns any more frequently than non-Remote Sellers;

e. provides for a single point of remittance (which could be a single State)
for Remote Sellers for all States in which the Remote Seller makes
Remote Sales;

f. provides that a Remote Seller is not subject to any requirements that the
State does not impose on non-Remote Sellers;

g. provides a uniform sales and use tax base among the State and local
taxing jurisdictions within the State;

h. provides for the sourcing of Remote Sales consistent with the Act;

i. defines a “Taxability Matrix” as a publication indicating what sales of
tangible or intangible products or services are subject to or exempt from
the sales and use tax;

J- provides a Taxability Matrix, and provides that sellers shall have no
liability to the State for an error was the result of any reasonable
interpretation by the seller of the State’s Taxability Matrix;

k. provides for the publication of a rate and boundary database by each
State, and provides that any person relying on such database shall have
no liability to the State or local taxing jurisdictions within the State for the
incorrect collection, remittance, or noncollection of sales and use taxes,
including any penalties or interest; and,
provides at least 90 days notice of a rate or base change by the State or
any local taxing jurisdictions within the State and provides that sellers
shall have no liability to the State or local taxing jurisdictions within the
State for the incorrect collection, remittance, or noncollection of sales
and use taxes if sufficient notice of a rate or base change was not
provided.

5. Require States to provide certified software free of charge to Remote Sellers
that calculates taxes and files returns in all States authorized under the Act,
provides all sellers using certified software with protection from liability, and
provides transitional assistance to Remote Sellers to offset implementation
costs associated with such software.
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No Regulation without Representation

Principle: Those who would bear State taxation, regulation and compliance burdens
should have direct recourse to protest unfair, unwise or discriminatory rates and
enforcement.

Discussion: Under current law, taxpayers—consumers—have direct recourse to protest
unfair, unwise or discriminatory sales tax rates and enforcement through their State
legislatures and courts. That right remains unaffected by any proposed Congressional
response to this issue.

A Congressional grant of authority to the States permitting them to require Remote
Sellers to collect tax heightens the Remote Seller's exposure to potential audits or other
enforcement actions by States in which the Remote Seller has no physical presence.

To minimize this potential burden, the Remote Seller should benefit from: 1) a single audit
for all jurisdictions in which the Remote Seller makes Remote Sales; 2) the right to protest
any assessment arising from such an audit in the jurisdiction of the Remote Seller's
choosing; and 3) a small seller exemption for Remote Sellers using a certified software
provider.

Together, these provisions would minimize the audit burden on a Remote Seller and
ensure that the Remote Seller has recourse to its State courts in the event of a disputed
audit finding.

Additionally, it may be appropriate to exempt certain remote sellers, as discussed below,
from audits and other enforcement actions.

Implementation Options:

1. Provide for a “Consolidated Audit Agreement” among the States that provides
that one State shall have the authority to audit a Remote Seller on behalf of all
States under the authority granted by the Act. States which choose not to enter
the agreement are prohibited from auditing the Remote Seller.

2. Provide that the result of any audit conducted under the Consolidated Audit
Agreement is binding on the State and local taxing jurisdictions within that
State, unless such results are challenged by the Remote Seller.

3. Provide that assessments based upon an audit conducted pursuant to a
Consolidated Audit Agreement shall be reviewable by a court of competent
jurisdiction in any State which is a party to the Consolidated Audit Agreement
upon the consolidated appeal by the Remote Seller.
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4. Exempt Remote Sellers which use certified software and which fall below a

certain sales threshold from audit. According to a Small Business
Administration (SBA) study, there are more than 5 million online sellers. The
vast majority of those sellers are very small; if the threshold for audit exemption
was set at $5 million in annual sales, then, according to the SBA, only 750
online sellers would be subject to audit.

Simplicity

Principle: Governments should not stifle businesses by shifting onerous compliance
requirements onto them; laws should be so simple and compliance so inexpensive and
reliable as to render a small business exemption unnecessary.

Discussion: As discussed under “Tech Neutrality” (above), reducing compliance burdens
will benefit Remote Sellers large and small. In addition to providing equal footing for all
sellers, reducing the administrative burden imposed by State and local sales taxes
reduces deadweight loss in the economy and frees up those resources for productive
investments.

Implementation Options: see implementation options under Tech Neutrality.

Tax Competition

Principle: Governments should be encouraged to compete with one another to keep tax
rates low and American businesses should not be disadvantaged vis-a-vis their foreign
competitors.

Discussion: The current State and local sales and use tax system encourages
competition between the States for residents. Individuals are free to choose between
governments that impose no or low sales taxes or higher sales taxes (perhaps in lieu of
other taxes, such as income taxes).

On a more granular level, State and local governments compete by exempting whole
segments of commerce (e.g., excluding services from the sales tax base) or specific
areas to encourage investment (e.g., exempting manufacturing machinery and
equipment from sales tax).

Finally, all States incorporate destination based sourcing for Interstate Sales, which
ensures that exports are free from sales tax and imports (either from another State or
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another country) are on equal footing, from a sales tax perspective, with domestically
produced goods or provided services.

Implementation Options: The alternative framework is open to, but does not require, a
uniform tax base among all the States and a single tax rate per State. Those elements
tend to diminish tax competition between State—and local—governments. The following
options to promote tax competition are limited by the simplification concepts enumerated
previously; in other words, States’ flexibility in this area should not trump the need for a
reduced compliance burden.

1. Allow States to define their own tax bases (i.e., to determine whether a product
or service should be taxable or exempt).

2. Allow States to set their own tax rates

3. Avoid sourcing regimes or other provisions which would effectively exempt

from tax foreign commerce (e.g., a pure origin sourcing regime would impose
tax on exports but make imports tax exempt).

States’ Rights

Principle: States should be sovereign within their physical boundaries. In addition, the
federal government should not mandate that States impose any sales tax compliance
burdens.

Discussion: Tax Competition and States’ Rights are related, and the implementation
options under Tax Competition fit equally well here. The principle of States Rights’ brings
into consideration two additional issues: 1) the treatment of intrastate sales; and, 2) an
overarching concern that the Act not tread on State and local governments beyond that
which is required to solve the current problem.

Implementation Options:

1. Provide that the Act does not affect intrastate sales.

2. Provide that the Act does not impose any new taxes or regulatory requirements
and does not require States to impose any new taxes or regulatory
requirements.
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Privacy Rights

Principle: Sensitive customer data must be protected.

Discussion: Federal and State laws currently provide for the protection of sensitive
taxpayer (i.e., customer) data. Those laws generally extend not only to federal and State
employees who have access to sensitive taxpayer data, but also to third party contractors
and others, such as sellers and employers, who may be compelled by governments to
participate in the tax collection structure.

Implementation Options: Presuming that existing federal and State laws protecting
sensitive taxpayer data are sufficient, the Act could simply refer to those laws.
Alternatively, the Act could set a standard for the protection of sensitive taxpayer data that
States must meet in order to exercise the authority granted in the Act (similar to the grant
of authority being conditioned on adoption of the Minimum Simplification Requirements).
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Mr. GOODLATTE. Thank you, Mr. Crosby.
Mr. Moylan, welcome.

TESTIMONY OF ANDREW MOYLAN, SENIOR FELLOW AND
OUTREACH DIRECTOR, R STREET INSTITUTE

Mr. MoYLAN. Thank you. Chairman Goodlatte, Ranking Member
Conyers, and Members of the Committee, thank you for the invita-
tion to testify today. My name is Andrew Moylan. I am senior fel-
low and outreach director for the R Street Institute. R Street is a
pragmatic, non-profit, nonpartisan think tank that operates on the
motto, “Free markets, real solutions.”

While we believe passionately in limited government, we also
want constructive solutions to our most pressing public policy con-
cerns. And it is in that spirit today that I ask you to consider an
alternative solution to the internet sales tax issue, origin sourcing.

They say that taxes are the fine you pay for thriving too fast.
And some clearly have an impulse to penalize the thriving of the
internet by giving State tax collectors power as big as the internet
itself. What I propose to you today is not to give internet retail a
free pass or special treatment, but to truly level the playing field
by specifying unified origin sourcing as the only permissible stand-
ard for taxation of remote retail sales.

In laymen’s terms, what that means is origin sourcing estab-
lishing a source of an item for tax purposes as the physical location
of the business making the sale while a destination sourcing
scheme, like the Marketplace Fairness Act, compels tax collection
based on the physical location of the buyer making the purchase.
This seemingly small discrepancy makes a world of difference.

To illustrate, consider if I were to make a purchase at one of the
Capitol gift shops today. Though I am an Arlington, Virginia resi-
dent, they would charge me the District sales tax, not Virginia’s,
on any item that I purchase because they effectively operate on an
origin sourcing system. They collect based on where their business
is physically located for every sale, regardless of where their cus-
tomer comes from.

And what I propose is for Congress to extend its use to remote
retail sales as well, yielding several important benefits. The first
is that it would truly level the playing field by ensuring that all
sales have tax collected on them, and that the collection standard
for in-person versus remote sales is identical. As such, it would be
radically simpler to administer. Businesses would only be required
to comply with the tax code of their home jurisdiction, and any dis-
putes associated with collection could be settled with local tax au-
thorities. Finally, it would preserve important taxpayer safeguards,
like the physical presence standard, ensuring that Congress does
not inadvertently establish a slippery slope toward a system of
State tax powers unbounded by geography.

Some might have you believe that origin sourcing is a radical de-
parture, but the truth is that it is the overwhelmingly dominant
mode of sales tax collection today. Greater than 90 percent of all
retail purchases have tax collected under such a rule since it gov-
erns substantially all brick and mortar sales, and roughly half the
country utilizes it for remote sales made inside a State.
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Nonetheless, you have heard from some of my panelists that ori-
gin sourcing is a bad idea. They might claim that it would encour-
age a so-called race to the bottom where businesses would rush to
locate non-sales tax States, like Montana, to avoid collection. Taxes
do indeed influence firm behavior, but the incentive to escape to a
non-sales tax State already exists under current law, and there has
not yet been a stampede that I have seen. That is because busi-
nesses tend not to make location decisions on the basis of one tax
alone. They weigh property, sales, and business taxes, as well as
factors like available labor pool, access to suppliers, transportation
infrastructure, and so on.

Others might say that it constitutes taxation without representa-
tion, but this misunderstands who the taxpayer is for sales tax pur-
poses. Though the levy is theoretically passed on to the consumer,
the reality is that the business bears all legal responsibility for
complying with the tax. If tax is not collected on an item where it
should have been, revenue agents do not approach the consumer to
make up the shortfall. They audit the business. And, in fact, most
States define “sales taxes” as “privilege taxes” that are levied on
businesses as opposed to on individuals.

You might also hear that origin sourcing is incompatible with
States’ rights, but a federalist system cannot survive if States are
granted the authority to exercise power beyond their borders. The
commerce clause of the Constitution and subsequent jurisprudence
give Congress the clear power to preempt State actions that impede
the flow of interstate commerce.

What an origin sourcing rule would do is reaffirm that States are
sovereign within their borders, but not beyond them. And finally a
Federal origin sourcing rule would be no more prescriptive to
States than would the Marketplace Fairness Act or any of the
other alternatives you are considering today.

To conclude, this hearing is taking place in no small part due to
the complete and utter failure of the use tax system in America.
Ever since the Supreme Court affirmed the constitutionality of use
taxes in 1937, States have tried in vain to concoct viable systems.
But the simple reality is that use taxes are effectively not admin-
istrable.

In origin sourcing, I offer up a solution that is easily admin-
istrable, that is already used for 9 out of every 10 retail sales made
today, and does not trample on important taxpayer principles the
way the Marketplace Fairness Act does. I do hope you will give the
concept due consideration, and I look forward to your questions.

[The prepared statement of Mr. Moylan follows:]
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Introduction

Chairman Goodlatte, Ranking Member Conyers, and distinguished members of the committee,
thank you for the opportunity to submit testimony regarding the issue of Internet sales tax
collection. My name is Andrew Moylan and | am senior fellow and outreach director for the R
Street Institute, a relatively new free market think tank with offices in Washington; Tallahassee,
Fla.; Austin, Tex.; and Columbus, Ohio. R Street supports free markets; limited, effective
government; and responsible environmental stewardship. It strives to craft pragmatic solutions
to domestic policy challenges involving regulation, public health, the environment, tax reform
and the federal budget.

| have spent a great deal of time in recent years working on Internet sales tax issues, both at R
Street and with my previous employer, the National Taxpayers Union. | believe strongly that
passage of legislation like S. 743, the so-called Marketplace Fairness Act (MFA), would
undermine basic principles of sound tax policy, impose unequal collection burdens on
businesses and constitute a substantial burden on interstate commerce

However, | also believe there is a solution to address the concern that current law is inadequate
while maintaining important tax policy protections. It also meets Internet sales tax principles
laid out by Chairman Goodlatte late last year. The solution is to extend the simple "origin
sourcing” collection standards already in use nationwide for brick-and-mortar sales to all
remote sales as well. This would ensure that all retail sales are governed by the same
straightforward rules, requiring tax collection based on the physical location of the business,
not the residence of the buyer.

Current Law

Before discussing the failures of the Marketplace Fairness Act and the contours of an origin-
sourcing solution, I'd like to summarize the law as it stands today. Current law prevents tax
authorities from forcing a retailer of any type to collect and remit its sales tax unless it has a
tangible physical presence in the state. In other words, only a legitimate physical presence in a
state triggers collection requirements. This rule applies equally to traditional brick-and-mortar
sellers as well as online-only and so-called "brick-and-click" businesses that sell through retail
locations and over the Web.

The rule is the result of a 1992 Supreme Court case, Quill v. North Dakota, where a Delaware-
incorporated office supplier with no presence in North Dakota was found to have no obligation
to collect and remit on the latter state's behalf. The court held that extraordinary sales tax
complexity would render the interstate commerce burden of mandatory collection on out-of-
state businesses too great to be constitutionally permissible.

Though states cannot compel non-resident businesses to collect and remit their sales tax,
individual customers who reside in states with a sales tax are required to pay "use tax" in lieu of
conventional sales tax on items purchased in other states. The use tax regime, which relies on
self-reporting, is seen as ineffective, in part because most taxpayers are simply unaware of their
obligations. This makes enforcement of use tax difficult, expensive and hugely unpopular, since

2



121

it would require intrusive audits of a state’s residents to determine legitimate use tax
obligations. As a result, states have been clamoring for the federal government's permission to
instead allow them to force out-of-state businesses to collect their sales taxes, a change that
would represent a dramatic expansion of state taxing authority and would untether tax policy
from the basic limiting principle of physical presence. Quill has served to protect consumers and
businesses on whom the legal requirement to collect and remit sales taxes would be placed
from substantial compliance burdens imposed by overeager revenue agents in "foreign" states.

Passage of the MFA or similar legislation would enhance states' audit and enforcement power
such that it would no longer end at their borders. It would give states license to enforce tax
rules on businesses outside their jurisdiction, resulting not just in damage to Internet-based
businesses but substantial compliance and interstate commerce burdens that could threaten to
dent our fragile economic recovery.

To understand why origin sourcing is a superior solution, however, requires a discussion of the
many problems inherent in the MFA.

Marketplace Fairness Act Dismantles Vital Taxpayer Safeguard

Contrary to the claims of proponents, current law is not a "loophole™ implemented in a
deliberate attempt to advantage Internet retailers. Instead, the Quill decision drew on and
emphasized a bedrock foundational principle of tax policy: the physical presence standard.
Simply stated, this standard generally prevents tax entities from extending their authority
beyond their physical borders. As a result, businesses and taxpayers alike are shielded from
predatory tax administration ploys that might seek to target non-residents for revenue.

The physical presence standard is a strong protection from overzealous tax collection tactics
and a fundamental safeguard in American tax policy. It is broadly accepted as the appropriate
boundary which states must observe when asserting tax prerogatives. Physical presence is a
constraint on tax collectors that applies to most areas of tax policy, including business earnings
and individual income taxes.

As but one example of the wide-ranging relevance and respect given to the physical presence
standard, in the 112" Congress, the House unanimously passed H.R 1864, the Mobile
Workforce State Income Tax Simplification Act. This legislation, which unfortunately never
received Senate consideration, would have prevented states from requiring income tax filing or
withholding from workers unless they reside or work in a given state for more than 30 days in a
calendar year. This common sense criterion would prohibit unfair income tax filing
requirements on non-residents and at its core is the wise counsel of the physical presence
standard.

Another example of the importance of physical presence in tax policy is H.R. 2992, Chairman
Goodlatte's Business Activity Tax Simplification Act. He has for years championed this important
legislation, on which this committee held a hearing just two weeks ago, that would strengthen
definitions of what constitutes a physical presence in direct response to overly-aggressive state
efforts to assert tax authority over companies that do not have substantial nexus.

2
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The MFA would erase the physical presence standard for remote retail sales, while ostensibly
maintaining it for brick-and-mortar sales. The result, as outlined further in this testimony,
would be an abandonment of limits on taxing powers that have served our federal system so
well for decades, even centuries.

In fact, S. 743's language makes very clear how it would place the physical presence standard
on the slippery slope to extinction. Section 3 of the bill reads like an admission that the
legislation could have grave implications for taxpayers, insisting that it is not intended to affect
tax, nexus or licensing and regulatory requirements, respectively, in subsections (a) — {c). In
other words, the bill's authors promise that its language strips away the physical presence
protection only for sales taxes and not for other levies and that it doesn't open businesses up to
regulatory interventions in states where they have no physical presence.

While it is true that the bill's plain language does not empower states to untether other policies
from the physical presence protection, the bill does establish a precedent that aggressive states
could use to expand their reach. If states were empowered to enforce their sales tax obligations
on non-resident businesses, it seems just a matter of time before some will attempt to enforce
other tax obligations on non-resident businesses, as well.

For example, if Utah-based Overstock.com does 15 percent of its sales to California residents,
the state might well argue that it is entitled to impose California business tax obligations on an
equivalent share of Overstock's profits. A state like New York could assert that, if non-resident
businesses must collect sales tax for items sold to New Yorkers, they also should comply with
New York consumer product and labor regulations for items sold to New Yorkers. The slope
toward state power unbounded by geography the MFA would create is slippery indeed.

Marketplace Fairness Act Would Yield "Unlevel" Playing Field

MFA proponents argue their bill is intended to "level the playing field" between brick-and-
mortar and remote retailers. In reality, it would do the opposite. While the legislation would
require sellers to collect sales tax on every remote sale, it would do so with a different and
unequivocally harsher set of rules than exist for brick-and-mortar sales.

Passage of the MFA would mean states could strong-arm remote sellers into complying with
the more than 9,600 separate sales tax rates that exist across the country, not to mention the
46 states with sales taxes that can issue their own unique set of edicts and definitions.* 5. 743
would concoct a "destination-based" sourcing regime that compels sales tax collection based
on the location of its customer. An online business would have no choice but to quiz each and
every customer on their residence, decipher the appropriate rates for their locality and remit
what is collected to a distant tax agency.

! Tax Foundation, “Sales Tax Rates in Major U.S. Citics,” Accessed March 2, 2014.
hitp://laxfoundation.org/article/sales-lax-rales-major-us-cilies
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But when a brick-and-mortar retailer makes a sale in one of its stores, it doesn't have to jump
through any of those hoops. When a customer checks out at a register, they are not quizzed
about their residence and then charged the prevailing rate in that locality. That's because brick-
and-mortar retailers effectively operate on an "origin-based™ sourcing rule, one that collects tax
based upon the location of the business rather than the location of the consumer. Even states
that technically operate their tax regimes under destination-based sourcing rules for traditional
retail sales tend to short-circuit them: they attempt to mimic origin-based sourcing by assuming
that the "point of delivery" of an item is not where its customer lives but where it gets handed
back to the customer at the cash register.

This clever bit of maneuvering allows brick-and-mortar retailers across the country to operate
on a system whose compliance, at least as far as tax laws are concerned, can be relatively
straightforward. Each business charges the prevailing sales tax where it is located to all of its
customers, regardless of their eventual destinations. The MFA would deny that administrative
convenience to remote retailers by pressing them into a cross-examination process for each
and every customer,

S. 743 Imposes Tremendous Compliance and Interstate Commerce Burdens

Because they would now answer to 9,600 tax jurisdictions across the country, remote retailers
would have to shoulder heavy overhead costs just to meet their new tax-collection liabilities. In
fact, the MFA essentially acknowledges its imposition of major expenses and complexity by
including an exemption for businesses that have less than $1 million of annual remote sales.
This provision makes clear that even sponsors and supporters feel compliance would exact an
unbearable toll on small sellers.

Unfortunately, S. 743's paltry exemption level (by comparison, the Small Business
Administration threshold for defining a small business is $30 million in sales) would do little to
ease the suffering of smaller businesses, which would face greater relative competitive
disadvantages as a result of the bill. A PricewaterhouseCoopers study found that businesses
with between $1 million and $10 million in sales would face compliance costs nearly 2.5 times
larger than those endured by firms with more than $10 million in sales.” The smaller the
business, the greater the proportion of sales siphoned off just to navigate this maze of
extremely complicated sales taxes.

Industry data suggests the specialty retail sector (which includes businesses like Bed, Bath &
Beyond and Amazon.com) enjoys an average net profit margin of just 4 percent®, while catalog
and mail-order retailers (which include eBay and Overstock.com) average 2 percent®. A
hypothetical business with $1 million of remote sales would earn $20,000 to $40,000 of profits
on those sales. A business with a $20,000 operating margin would be hard-pressed to comply
with rates from thousands of tax jurisdictions without severe damage to their business.

2 PriccWatcrhouseCoopers, “Retail Sales Tax Compliance Costs: A National Estimate,” Accessed March 2, 2014.
hitp://netchoice.org/wp-conlent/uploads/cost-o[<collection-study -ssip.pd[
* Yahoo! Finance, “Industry Center — Specialty Retail,” Accessed March 2, 2014. http://biz.yahoo.com/ic/745 html
* Yahoo! Finance, “Industry Center — Catalog & Mail Order Houses,” Accessed March 2, 2014.
hitp://biz.yahoo.com/ic/739.tml

5



124

Some companies would collapse under the weight of these compliance loads, and others would
either have to raise prices substantially (which is difficult to impossible to do in any competitive
market) or find other ways to cut costs, such as through layoffs, in order to make ends meet.
Congress has the duty and authority to prevent states from enacting policies that significantly
harm interstate commerce. Paradoxically, S. 743, would encourage such damage at an
especially fragile time for our economy.

Tax Simplification Efforts Have Largely Failed

Much of the movement behind the MFA has been justified by the argument that sales tax codes
are being simplified across the country. While the Streamlined Sales Tax Project (SSTP) and
other efforts have expended much energy on this worthy task, the sad fact is that state sales
taxes today are more complex than ever. The number of tax jurisdictions has steadily risen in
the years since SSTP's inception and our nation is nowhere close to the sort of uniformity and
ease of administration the project sought to create.

For a glimpse into the reality of sales tax complexity, consider the dilemma of determining
when ice cream is a baked good for Wisconsin's tax purposes. Former Forbes.com writer Josh
Barro discussed a bulletin from the Wisconsin Department of Revenue seeking to clarify the tax
treatment of ice cream cake.”

If | understand the memo correctly, the rules are as follows. Ice cream cake is a
taxable prepared food if you make it yourself, but not if you're just reselling the
cake. However, if the cake contains real cake layers, it's a non-taxable baked
good no matter who made it, so long as the amount of cake exceeds the amount
of ice cream. (No, really: Example 9 is a cake with two cake layers and one ice
cream layer, which is tax exempt; Example 10 is a cake with one cake layer and
two ice cream layers, which is taxable because it doesn't contain enough cake.) If
you buy a cake from someone and then decorate it yourself, it's taxable no
matter how much flour it contains. And if you slice any cake and serve it in
individual servings, or if the cake consists of fewer than four servings, or if the
customer is going to eat the cake on the premises at your business, or if you give
the customer utensils with his cake, it's a taxable prepared food, though you may
be exempt from that last one if the sale of prepared foods is incidental to your
business.

This offers a vivid illustration of the challenge of tax complexity: the exceedingly difficult work
of establishing how a given item is defined. Different localities have different answers, each of
which may yield different tax obligations. MFA proponents claim there are modern software
solutions to address the difficulties of compliance, but that is like saying that TurboTax has
solved our mind-numbingly complex federal income tax code. The computing power to do the
math has existed for decades but the ice cream cake conundrum can't be solved with software
alone.

> Forbes.conL “Want to Scll an Icc Cream Cake? Just Fill Out These Simple Forms,” Accessed March 2, 2014.
hup://www forbes.con/siles/joshbarro/2012/04/03/want-lo-sell-an-ice-cream-cake-just-[ill-oul-these-simple-lorms/
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Marketplace Fairness Act Violates All of Chairman Goodlatte's Principles

Last year, Chairman Goodlatte released a commendable list of seven important principles to
guide any future action on Internet sales taxation: tax relief, tech neutrality, no regulation
without representation, simplicity, tax competition, states' rights and privacy rights. Sadly, the

MFA violates every one of these principles.

Goodlatte Principle

Marketplace Fairness Act

1. Tax relief - Using the Internet should
not create new or discriminatory taxes
not faced in the offline world. Nor
should any fresh precedent be created
for other areas of interstate taxation
by states.

Businesses would face new and more
burdensome tax collection requirements for
online sales. MFA would constitute precedent
for undermining or eliminating the physical
presence standard in other areas of taxation
and regulation.

2. Tech Neutrality — Brick & mortar,
online and brick & click businesses
should on equal footing. The sales tax
compliance burden on online Internet
sellers should not be less, but neither
should it be greater than that on
similarly situated offline businesses.

MFA would deliberately advantage brick-and-
mortar over remote sales by allowing in-
person transactions to have tax collected
under dramatically simpler origin-sourcing
rule, while online transactions would have tax
collected under an extremely complex
destination-sourcing rule.

3. No Regulation Without
Representation — Those who would
bear state taxation, regulation and
compliance burdens should have direct
recourse to protest unfair, unwise or
discriminatory rates and enforcement.

Under MFA, businesses would be subject to
regulation, audit and enforcement actions in
states where they have no presence
whatsoever, constituting regulation without
representation.

4. Simplicity — Governments should not
stifle businesses by shifting onerous
compliance requirements onto them;
laws should be so simple and
compliance so inexpensive and reliable
as to render a small business
exemption unnecessary.

MFA entails enormous complexity, forcing
businesses to comply with thousands of
complex and ever-changing sales tax rates. Its
small business exemption, though paltry, is
evidence that sponsors recognize the burden
and wish to protect smaller operations from
its ravages.

5. Tax Competition — Governments
should be encouraged to compete with
one another to keep tax rates low and
American businesses should not be
disadvantaged vis-a-vis their foreign
competitors.

Because it would allow states to target non-
resident businesses, MFA encourages higher
rates that can be extracted from entities with
no recourse to challenge or lower them.

6. States' Rights — States should be
sovereign within their physical
boundaries. In addition, the federal
government should not mandate that
states impose any sales tax compliance
burdens.

MFA obliterates the concept of state powers
limited by geographical borders, allowing
them to extend their tax authority into any
state in the nation, including those without
sales taxes.
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7. Privacy Rights — Sensitive customer
data must be protected.

MFA requires exchanging enormous amounts
of personal data to enable auditing and
enforcement, raising the prospect of privacy
violations and leaks of sensitive information.

Where MFA Fails, Origin Sourcing Succeeds

The MFA guts an important limiting principle that a state may tax and audit only those entities
within its borders; imposes an unlevel playing field for brick-and-mortar and remote sales;
creates substantial compliance and interstate commerce burdens; and relies on the flawed
notion that software can allow for easy compliance with thousands of ever-changing sales tax

codes nationwide.

An origin-sourcing rule, however, affirms the physical presence standard by clarifying that
states can only enforce tax collection and audit obligations on resident businesses, imposes
precisely the same collection standard on remote sales as it does on brick-and-mortar sales,
entails minimal compliance obligations and eliminates the need for complex software
integration by specifying that collection and remittance for a given business will only be for the

tax authorities in that locality.

Comparing a federal origin sourcing rule to the seven Goodlatte principles yields a very

different story indeed.

Goodlatte Principle

Origin Sourcing

1. Tax relief - Using the Internet should
not create new or discriminatory taxes
not faced in the offline world. Nor
should any fresh precedent be created
for other areas of interstate taxation
by states.

Businesses would face the same collection
standard for all sales, whether in-person, via
Internet or mail-order. Physical presence
standard would be affirmed as the appropriate
rubric for imposing tax-collection obligations.

2. Tech Neutrality — Brick & mortar,
online and brick & click businesses
should on equal footing. The sales tax
compliance burden on online Internet
sellers should not be less, but neither
should it be greater than that on
similarly situated offline businesses.

Origin sourcing would not punish a business
for availing itself of the Internet with a more
burdensome collection standard. Instead, it
would ensure that all sales are treated
precisely the same for tax-collection purposes,
leveling the playing field between
technologies and business models.

3. No Regulation Without Representation
— Those who would bear state
taxation, regulation and compliance
burdens should have direct recourse to
protest unfair, unwise or
discriminatory rates and enforcement.

Because it affirms the physical presence
standard, origin sourcing would ensure that no
business faced regulation without
representation. The only tax authorities to
which a business would be liable would be
those for its physical location, where they
have administrative and political recourse.
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4. Simplicity — Governments should not
stifle businesses by shifting onerous
compliance requirements onto them;
laws should be so simple and
compliance so inexpensive and reliable
as to render a small business
exemption unnecessary.

Origin sourcing is radically simple, allowing
most businesses to seamlessly comply simply
by running remote sales through the same
system as in-person sales. The burden of doing
so would be so minimal that a small business
exemption would not be necessary.

5. Tax Competition — Governments
should be encouraged to compete with
one another to keep tax rates low and
American businesses should not be
disadvantaged vis-a-vis their foreign
competitors.

Origin sourcing provides for healthy tax
competition between states, encouraging
them to compete with one another to create
and maintain attractive climates for business
location.

6. States'Rights — States should be
sovereign within their physical
boundaries. In addition, the federal
government should not mandate that
states impose any sales tax compliance
burdens.

Origin sourcing affirms appropriate limits on
state taxing power, ensuring that only the
home state has authority to enforce tax
collection obligations on its businesses.

7. Privacy Rights — Sensitive customer
data must be protected.

Origin sourcing entails fewer exchanges of
sensitive information with fewer entities, since
each business would deal just with its local tax
authorities, not dozens across the country
where data might become compromised.

How Origin Sourcing Rules Work

As mentioned, an origin sourcing rule requires collection of applicable sales tax based on the
physical location of the seller, as opposed to requiring collection based on the physical location

of the buyer.

Imagine that a Texas resident makes a purchase over the Internet from a single-location
Massachusetts-based retailer. Because the business does not have a physical presence in Texas,
current law does not require any sales tax be collected on the item (though the buyer will owe
use tax directly to Texas). This is relatively simple for the business to administer, since their lack
of storefront, distribution or staff in Texas makes clear they have no substantial nexus with the
state that would trigger any collection requirement. It does, however, raise concerns for some
policymakers, since the use tax the individual owes is almost certainly not going to be paid.

Under a destination sourcing rule, such as that effectively countenanced by the MFA, the
Massachusetts business would be required to quiz the customer as to their residence, look up
and accurately apply the appropriate Texas tax rate for the item, and then remit the collected
dollars to the appropriate tax authority, despite the fact that they have no presence themselves
in the Lone Star State. It would also open them up to audit and enforcement actions from that

distant tax authority.
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Under an origin-sourcing rule, the Massachusetts company would simply collect tax based on
the Bay State jurisdiction where their business is located, regardless of where the customer
resides. As a result, the seller need only be familiar with and accountable to the rules and
enforcement actions of the jurisdiction in which they're located.

Where Origin Sourcing Already Applies

Origin sourcing is not at all a novel concept. In fact, it governs the vast majority of retail sales
today. Virtually all state laws are structured so that collection on in-person sales effectively
mimics an origin-sourcing rule. As previously mentioned, they do this by assuming that the
"destination™ of the good for purposes of sourcing is the counter at which the customer
receives it. Brick and mortar retail businesses are not asked to interrogate their customers to
determine whether they reside in a different state or locality. The simplicity inherent in this rule
means that there are no hoops to jump through to determine in which of America's many
taxing jurisdictions the customer resides and how to apply its unique code to the sale.

Though it surprises some to hear, this structure governs more than than nine out of every 10
sales made from businesses to consumers in the United States today. Despite popular
perception of Web dominance, U.S. Census Bureau data shows that only 6 percent of all sales
are currently transacted over the Internet.® Mail-order sales represent an even smaller share.
Though the segment is clearly growing at a rapid rate, the reality is that retail is still
predominantly conducted in stores across the country and that will remain the case for years,
perhaps decades, to come.

In addition to all brick-and-mortar retail sales, origin sourcing prevails to one degree or another
for intrastate remote sales in at least 17 states that contain more than half of America's
population: Arkansas, Arizona, California, lowa, Illinois, Missouri, North Carolina, Ohio,
Oklahoma, Pennsylvania, Rhode Island, Tennessee, Texas, Utah, Virginia, and Washington. In
each of these jurisdictions, most remote transactions completed between a resident and a
business located in the same state will have tax collected based on the seller's location, not the
buyer's.

In other words, origin sourcing is already the overwhelmingly dominant mode of sales tax
collection in the United States, covering substantially all transactions conducted in physical
retail outlets (which themselves comprise more 90 percent of total retail sales) as well as
intrastate remote retail sales for roughly half the country. As such, the "universe™ of business-
to-consumer sales for which destination sourcing reigns is really quite small. In seeking to
expand its use to cover all remote interstate sales, the MFA relies on an outmoded collection
standard that is unworkable on a national scale.

The United States is by no means alone in its extensive reliance on origin sourcing. The
European Union also takes advantage of its simplicity by employing it for value-added tax
collection on business-to-consumer services performed across member-country borders, in

®U.S. Census Burcau, “Quarterly Retail E-Commerce Sales, 4™ Quarter 2013, Accessed March 2, 2014,
hitp://www.census. gov/retail/mrts/www/data/pd/ec_current.pdl
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order to ease the burden of collection and remittance obligations. The same is true of tangible
goods sold from business-to-consumer, below certain sales thresholds.” The American
Enterprise Institute's Michael Greve covers the E.U.’s grappling with cross border taxation
policy extensively in his brilliant book, Sell Globally, Tax Locally.®

Interestingly, E.U. countries use destination sourcing as something of a protective measure
against non-E.U. countries that sell services to consumers that reside in the union. A U.S.
business selling to a consumer in the European Union would be required to collect and remit
the value-added tax on a complex destination sourcing rule, forcing them to comply with
dozens of different rates, while an E.U. business selling to the very same consumer would
simply collect the rate for its home country. This makes collection simpler for E.U. businesses,
turning destination sourcing into a sort of protectionist cudgel used against foreign
competitors.

The Federal Role in Origin Sourcing

If this committee or this Congress considers any changes to federal law relating to Internet sales
tax collection, | believe it should do one simple thing: pass legislation stating clearly that an
origin-sourcing rule is the only permissible standard for state taxation of interstate remote
sales. All other methods, including the destination-sourcing scheme embodied in the MFA,
would be effectively pre-empted.

Structured in such a way, a federal origin-sourcing rule contemplates a role for Congress not at
all dissimilar to the one laid out in the Marketplace Fairness Act, though the policies themselves
are of course quite different. What MFA does is set out the conditions under which states may
assert authority to tax remote interstate sales, as well as the conditions under which they may
not assert that authority.

The MFA's federal intervention would empower states to assert their tax power on remote
interstate sales if they become members of the Streamlined Sales and Use Tax Agreement or if
they abide by a separate set of minimum simplifications. However, it also sets out conditions
under which states would not be permitted to do so, indicating that taxation of remote
interstate sales would be impermissible if they failed to meet either of the aforementioned
standards. Even if they do indeed meet one of the standards, taxation of businesses with
remote sales less than $1 million would be impermissible in any case.

An origin-sourcing rule would actually be much less prescriptive for states than would MFA. It
would simply say that states may only tax interstate remote sales if they do so on an origin-
sourced basis. If a state meets that standard, it may apply tax to interstate transactions, but it
would be under no other obligations to the federal government beyond existing laws and
regulations.

? European Commission Taxation and Customs Union, “Where to tax?,” Accessed March 2, 2014.
http://cc.curopa.cu/taxation_customs/taxation/vat’how_vat_works/vat_on_scrvices/
¢ Michael Greve, Sell Globally, Tax Lacally (Washinglon, DC: The AEI Press, 2003)
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For example, states would be perfectly free to define a sales tax base as wide or narrow as they
please. Similarly, they would be perfectly free to set sales tax rates as high or low as they
please, including the freedom to choose not to have a sales tax at all. In fact, states could
decide to use destination sourcing for intrastate sales if they felt it was best. The only
constraint on state tax power in a federal origin sourcing rule would be on states seeking to
assert tax authority over interstate remote sales, which would have to operate on an origin
basis in order to avoid the compliance and interstate commerce nightmare of a destination
regime for such transactions.

Importantly, any federal legislation specifying origin sourcing as the appropriate standard
should establish some baseline protections against manipulation or deception from businesses
that might seek to avoid tax collection. For example, the language should establish basic
definitions of origin that prevent companies from setting up shell operations.

Guidance can be found in states where origin sourcing exists for intrastate remote sales.
Virginia specifies that the origin of an item is the "location at which the order was first taken®,"
while Texas establishes origin at the location from which the item is shipped®. Congress might
consider blending these approaches or perhaps seeking input from other areas of tax law, like
business activity taxes, which establish clear rules for defining origin.

A federal rule should also specify that items on which sales tax has been collected, regardless of
origin, may not also be subjected to duplicative use tax. It is highly unlikely that states would
choose to aggressively enforce use taxes in such a way given that the failures of that system
have led to this very hearing, but federal guidance would be helpful in preventing potential
abuses. The only reason a state might attempt to employ a redundant use tax is as a form of
protectionism against out-of-state businesses and products and thus Congress has a clear role
in pre-empting such behavior.

It also may be necessary for an origin-sourcing law to specify that legal proceedings related to
the matter be handled in federal court, as opposed to on the state level.

Why the Case Against Origin Sourcing is Weak

| believe strongly that origin sourcing is the appropriate frame for Internet sales taxation, but it
is not without its detractors. Some big-box retailers, in particular, have waged a subtle lobbying
battle against it for months. Though they mount occasionally vigorous opposition to the
concept, their arguments simply don't hold up to scrutiny.

The first and most important defense against attacks on origin sourcing is to point to the fact
that it already applies to the overwhelming majority of retail sales in the country, including
substantially all brick-and-mortar sales. While no system is perfect, origin sourcing has served
brick-and-mortar retail just fine for decades.

¢ Virginia Department of Taxation, “Guidelines for (he Retail Sales and Use Tax Changes Enacted in the 2013
General Assembly Session,” Accessed March 2, 2014. http:/goo.gl/X0TvzC
' Texas Comptroller of Public Accounts, “Guidelines for Collecting Local Sales and Use Tax,” Accessed March 2,
2014. hitp://window slale.tx.us/laxinlo/taxpubs/(x94_103.pdl
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In other words, origin sourcing is either inherently problematic or it's not. If it is, then
intellectual consistency dictates that we must scrap virtually the entire retail sales tax collection
structure in place today in favor of a destination rule requiring retailers to quiz their customers
and comply with far-away tax authorities. If it's not, opponents must articulate why it works
perfectly well for in-person sales but somehow won't for remote sales.

Race to the Bottom

Opponents of origin sourcing claim it would set off a "race to the bottom," whereby businesses
would rush to locate in non-sales tax states (or foreign countries) in order to avoid having to
collect. This is unlikely for a host of reasons. First, sales tax collection is but one burden faced by
a business. While taxes clearly have strong influence on both individual and firm behavior, any
company must weigh its sales tax burden against other levies, like income and property taxes.
In addition, it must consider factors like a quality labor pool, access to transportation
infrastructure, proximity to suppliers and many others. Any location decision is likely to balance
all of the aforementioned factors.

Consider a business in the Pacific Northwest. It could decide between two very different tax
systems in Washington state, which has no income tax and high sales taxes in some areas, and
Oregon, which has no sales tax and high income taxes. It is not at all obvious that every rational
firm would choose to locate in Oregon, given the choice, because their business model may
benefit more from Washington's climate.

In addition, there's nothing stopping the race to the bottom today. An online retailer wishing to
avoid collection obligations under current law has the same incentive today to locate in a non-
sales tax state as they would under a federal origin sourcing rule. It could escape collection in
other states without triggering any in its new home state, since the one place where it would
have physical presence has no sales tax at all. In reality, however, relatively few businesses have
done so, precisely because location decisions are much more complicated.

Furthermore, to the extent that businesses do decide to make location decisions on the basis of
beneficial tax climates, that's a good thing. Consumers and taxpayers benefit from states
competing with one another to attract businesses, jobs and economic activity with modest and
comprehensible tax burdens. Congress should encourage tax competition because it disciplines
state budgeting and allows the "laboratories of democracy” concept to flourish.

In my view, the much more likely scenario than the wholesale flight of retailers to New
Hampshire or Montana is that sales tax issues could affect location decisions on the margin in a
given region. For example, in the Washington, D.C, metro area, one might see businesses
deciding to locate in relatively lower-tax Virginia over Maryland.

Taxation Without Representation

A criticism often heard of origin sourcing is that it amounts to taxation without representation.
This stems from a fundamental confusion about who, exactly, bears the burden of sales taxes.

13
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Though the levy is ostensibly tied to an individual's purchase and theoretically gets passed on to
the consumer, the reality is that businesses are, for all intents and purposes, the "taxpayer™” as
it relates to sales tax.

Consider what happens if a state believes there is a shortfall in sales tax collections. In such a
case, that state will not come to the consumer to recoup the dollars, it will come to the seller.
The business is legally liable for all sales tax collection, regardless of whether or not they
collected enough from their customers, and any shortfall would be adjudicated through an
audit on and be paid for by said business. So while it's true that the economic incidence of sales
tax is borne by the individual, the /legal incidence is borne entirely by businesses.

In fact, in many places, the sales tax is defined as a "business privilege" or "transaction
privilege" tax. Arizona's Department of Revenue describes their sales tax thusly:

The Arizona transaction privilege tax is commonly referred to as a sales tax;
however, the tax is on the privilege of doing business in Arizona and is not a true
sales tax. Although the transaction privilege tax is usually passed on to the
consumer, it is actually a tax on the vendor.™

The sales tax is a tax administered by business in much the same way corporate income tax is.
In both cases, the economic burden is borne entirely by individuals. With sales tax, that
economic burden is passed on directly when an item is paid for. With corporate taxes, the
burden manifests itself either in the form of higher prices, lower wages or fewer jobs for
workers or reduced returns for shareholders. And in both cases, the legal incidence of the tax is
borne entirely by the business, on which all requirements for compliance fall.

States' Rights

Another common refrain is that origin sourcing violates fundamental concepts of states' rights
by undermining their ability to tax purchases made by their residents. This, too, is rooted in the
aforementioned misunderstanding of who the "taxpayer" really is. Though a state's resident
may make a purchase, it is another state's business that has the legal obligation to collect and
remit the sales tax and be subject to audit and enforcement actions.

What this criticism attempts to defend is the notion that states should have the unfettered
right to tax businesses in any state across the country. In effect, it yearns for the days of the
Articles of Confederation, when states were empowered to enact deleterious protectionism in
the form of unbounded tax and regulatory authority. The result of that failed experiment was a
new federal charter which explicitly empowered the federal government to head off such
actions.

The Commerce Clause of the Constitution and subsequent jurisprudence gives Congress the
clear power to pre-empt state actions that impede the flow of interstate commerce. Though

' State of Arizona Department of Revenue, “Transaction Privilege Tax Licensing,” Accessed March 2, 2014.
hup//www.azdor.gov/Business/TransactionPnivilege Tax.aspx
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Congress must take care to exercise this power judiciously, it is my view that an origin-sourcing
rule is fully consistent with its precepts. A destination-sourcing rule, such as that embodied in
the MFA, would entail such disruption and cost to interstate commerce that Congress would be
justified in pre-empting such rules by passing a law establishing origin sourcing as the only
acceptable means of tax collection on interstate remote sales.

A perfect example of Congress exercising this power is the Internet Tax Freedom Act. Originally
passed in 1998 and most recently renewed by unanimous votes in both the House and Senate
in 2007, this legislation acts as a federal prohibition on any state or local taxation of Internet
access or imposition of discriminatory Internet-only taxes, such as a levy on bandwidth.
Congress recognized the danger inherent in states singling out the Internet for harsh tax
treatment and moved to foreclose their legal authority to do so, lest such efforts stifle the
flourishing of a technology that has since provided incalculable benefits to the economy and
standards of living.

A more recent example is the Wireless Tax Fairness Act, H.R. 2309 in this current Congress. This
legislation has been sponsored by 219 Members, including many on this committee, and passed
the House by a voice vote in 2011. It would establish a five-year moratorium on state
imposition of discriminatory tax rates on wireless phone and data services. This too is a federal
pre-emption of state law in service of the higher goal of preventing harm to interstate
commerce, as few markets are more interstate in nature than wireless service.

States' rights are important and all-too-often trampled by an overzealous federal government.
They should indeed be sovereign entities free of unnecessary federal meddling. But the
Constitution made clear that their rights, especially as it relates to taxation, end at the border
and an origin-sourcing rule would underscore that protection.

Conclusion

S. 743, the Marketplace Fairness Act, is detrimental to the interests of taxpayers, businesses
and sound tax policy. There are other ways, like uniform origin-based sourcing, to address this
matter without trampling on vital pro-taxpayer checks and balances and without burdening
interstate commerce by foisting unworkable schemes on remote sellers. Simply treating remote
sales in the same way that we already treat brick-and-mortar sales would level the playing field
in an honest way.

While the policy points away from the MFA and in the direction of origin sourcing, it is worth
mentioning the politics of the issue do much the same. Last year, the R Street Institute joined
with the National Taxpayers Union to commission a poll testing public attitudes on Internet
sales tax issues, where we found strong and surprisingly widespread 57 percent opposition to
an MFA-like scheme.*

2R Street Institute and National Taxpayers Union, “Ts Congtess Listening? The Peril of Tgnoring Public Opinion on
the Internet Sales Tax Issue,” Accessed March 2, 2014. http://www.rstrect.org/wp-content/uploads/2013/09/Internet-
Sales-Tax-Is-Congress-Listemng. pdl
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Republicans were opposed by a 39-point margin, independents by a 22-point margin, and even
Democrats by a four-point margin. Virtually every demographic, region, income level and vote
behavior showed strong margins of dislike for the plan. And it wasn't just knee-jerk reaction to
the "T" word; by better than a 3-to-1 margin, respondents correctly identified current law and
by roughly 2-to-1 margins, they gravitated toward anti-MFA arguments when put head-to-head
in a neutral manner against pro-MFA statements.

No Congress should govern by poll alone, but this data proves that not only is a destination-
sourcing scheme like the MFA bad policy, it is profoundly bad politics as well. That should send
a strong message to this committee that America is engaged on this issue and that only
something like an origin-sourcing rule to truly level the playing field can pass muster with them.
Thank you for the opportunity to submit this testimony today and | welcome any questions
from members.
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Mr. GOODLATTE. Thank you, Mr. Moylan.
Mr. Cox, welcome back to the House.

TESTIMONY OF THE HONORABLE CHRIS COX, COUNSEL,
NETCHOICE, PARTNER, BINGHAM McCUTCHEN LLP

Mr. Cox. Thank you very much, Mr. Chairman, Ranking Member
Conyers, Members of the Committee. I am here today as counsel
to NetChoice, which is a coalition of leading e-commerce and online
businesses. And as you know, in the past it has been my privilege
to work with many Members of this Committee on important inter-
net legislation, including the Internet Tax Freedom Act, which this
Committee under both Republican and Democratic leadership has
repeatedly voted to extend.

When I first introduced the Internet Tax Freedom Act in the late
1990’s, it was with concern that the very nature of the internet ex-
poses it uniquely to multiple and discriminatory taxation. Sixteen
years after its enactment, we now know that the Internet Tax
Freedom Act has worked in preventing those kinds of discrimina-
tory burdens. On behalf of NetChoice and all of our members, we
hope that you soon send to the President legislation to permanently
extend the Internet Tax Freedom Act.

As you consider the much more difficult question of internet
sales taxes, the basic principle of the Internet Tax Freedom Act
should be your guide, this principle of non-discrimination, of not
placing burdens on one form of commerce that does not exist on the
other. And this Committee and your very excellent principles have
listed that under the heading of tech neutrality. As explained by
the Committee, “tech neutrality” means that the tax compliance
burden on online sellers should be no more or no less than that on
brick and mortar sellers.

MFA rather obviously fails this test. Were it to become law, a
brick and mortar business would have to comply with the tax laws
and filing requirements of the State where it is located. But the on-
line business right next door immediately would have to comply
with those laws and the laws of 45 other States. That is the very
definition of discriminatory burden.

There is a better way. In your home State of Virginia, Mr. Chair-
man, many residents of D.C., of Delaware, and of Maryland shop
at Pentagon City. And what happens when they go to a clothing
store in Pentagon City? Does the store clerk ask the customer
when she is buying a shirt, “What State are you from?” or “what
county or what city are you from, so that I can charge the correct
sales tax?” That is not what happens. We all know the answer. The
store clerk charges the sales tax for Arlington, Virginia, inde-
pendent of where the customer lives. That is the way it works all
across America today in every State that has a sales tax.

And that is how the Pentagon City store owner and how brick
and mortar store owners everywhere across the country are them-
selves protected from having to comply with 45 State laws all at
once. Yet this is the same protection that would immediately be de-
nied to online sellers if MFA were to become the law.

The way to level the playing field is to make sure that every
business—brick and mortar or online—is required to do things the
same way, to follow the same rules. And that is what we call home
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rule. Under home rule, every business would continue to file
monthly sales tax returns, continue to report taxes in the States
where it is located. And it would continue to face sales tax audits
in all of those States just as today. Congress can authorize this
home rule arrangement by legislation approving a voluntary
multistate compact. It is voluntary in support of the Committee’s
principle of States’ rights.

Joining the compact, however, would be advantageous for States
because they would immediately begin to receive sales tax revenue
that today they do not get at all. Sales taxes on purchases by cata-
log or by internet would now have to be paid to the purchaser State
for all the States that are in the compact. And we call this feature
revenue return. The home rule and revenue return approach guar-
antees not only relative ease of tax collection and filing, but a sin-
gle source of audit of remote sales.

So consider a small business. Once the State where it is located
joins the compact, that State becomes the law’s home jurisdiction.
The home jurisdiction is then the single auditor for all sales into
other States. Now, consider a bigger business with multiple loca-
tions in several States. The State where it has the most employees
would typically become its home jurisdiction. And once again, that
home jurisdiction then becomes the single auditor for all sales into
other States where the business has no physical presence.

This overall approach of home rule and revenue return meets
every one of the Committee’s 7 principles. It is a way to level the
playing field without undue burden, complexity, expense, and the
unconstitutionality of MFA.

If I may, Mr. Chairman, may I close on a note of caution? You
have called for alternatives to MFA, and NetChoice has been happy
to comply. But if MFA were the only option, NetChoice would
strongly prefer today’s system. From the standpoint of a small
business, MFA is fundamentally unfair. It erects intolerable new
compliance burdens on e-commerce. And so, we applaud your ef-
forts to take care that things are not made worse in the name of
making them better.

I look forward to your questions.

[The prepared statement of Mr. Cox follows:]
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Chairman Goodlatte, Ranking Member Conyers, and members of the Committee:

Thank you for holding a hearing on Exploring Alternative Solutions on the Internet Sales
Tax Issue. As you know, | have worked with many of you on this Committee on Internet
legislation over the last 20 years, and in particular the Internet Tax Freedom Act, which | co-
authored with Sen. Ron Wyden in 1998.

| serve as tax policy advisor to NetChoice, a coalition of leading e-commerce and online
companies promoting the value, convenience, and choice of Internet business models.

NetChoice has been deeply engaged on Internet tax issues for 14 years, including
testimony before this committee and policy debates in the Wall Street Journal, on CNBC, CSPAN,
CNN, and PBS. Since 2004, we have participated in meetings of the Streamlined Sales Tax
Project (SSTP), a long-term effort to simplify state sales tax systems in response to the Quilf
ruling of the U.S. Supreme Court.

NetChoice is a founding member of TruST, the coalition for True Simplification of
Taxation (www.TrueSimplification.org), a group whose association members also include the
American Catalog Mailers Association, the Direct Marketing Association, and the Electronic
Retailing Association. Coalition members submitted written statements for today’s hearing, and
we respectfully ask that their statements be included as part of the hearing record.

The yardstick for measuring the strength or weakness of various approaches to taxing
remote transactions on the Internet must be the Basic Principles on Remote Soles Taxes put
forth by this Committee. We fully support these common-sense Principles, which are necessary
to guarantee fundamental fairness to all marketplace participants. This hearing is focused on
exploring alternatives to the Senate-passed Marketplace Fairness Act (MFA), and it should be
clearly stated before moving to discussion of those alternatives that the MFA itself fails to satisfy
any of the Principles. Achieving every one of the Principles is a challenge even when one starts
from a blank slate. Attempting to contort and stretch the pre-conceived MFA approach to fit
the Principles is an undertaking worthy of Procrustes. But is ultimately impossible.

If one begins with the Principles as the blueprint, the task — while still difficult —
becomes more rational. The Principles themselves suggest the way forward. Building on the
fundamental concepts in the Principles, we have conceptualized an alternative to the
fundamentally flawed MFA that enables states to collect sales tax on remote transactions. This

approach, best described as Home Rule & Revenue Return, has three main characteristics:
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1. Fairness. Unlike the MFA, our alternative imposes the same tax compliance burdens
on all retailers, whether brick-and-mortar, online, or catalog.
2. Simplicity. In contrast to the complexity and costs created by MFA that requires
expensive and potentially flawed software integration, our alternative is workable for
the smallest of businesses. Brick-and-mortar and e-businesses alike, no matter their
size, would use the tax rates and rules of their home state—just like they do today.
3. States’ Rights. Serious constitutional problems arise when states attempt to impose
tax collection and compliance burdens on out-of-state businesses. This is the central
design flaw of the MFA. Our proposed alternative is built on the constitutional principle
that each state is sovereign over the regulation and taxation of businesses in that state.
Each state will have the choice whether to join a multi-state compact, pursuant to which
taxes on out-of-state sales would be collected.
The Judiciary Committee has a unique role, given your responsibilities to protect interstate
commerce, and to protect states’ rights to make their own tax policies within a federal system.
Successfully achieving both of these objectives is central to resolving the debate over Internet
sales tax collection. To understand how these potentially conflicting objectives can be

reconciled begins with the answers to three key questions:

*  Why don’t online and catalog retailers poy sales tax to every state?
* Haven't states simplified their sales tax systems through the SSTP initiative?

* [sn’t this debate fundamentally about “fairness”?

Why don’t online and catalog retailers pay sales tax to every state?
The editors of the Wall Street Journal asked NetChoice to provide the opposing sidein a
debate over internet sales tax. Our published article began with this question and answer:
Should online retailers have to collect sales tax?

Yes, and they already do. Just like all retailers, online stores must collect sales
tax for every state where they have a physical presence. That's why
Amazon.com adds sales tax to orders from customers in the 5 states where it has
facilities. But Amazon and online retailers aren’t required to collect tax for other
states, leaving those customers to pay a “use tax” that states rarely enforce
against individual taxpayers. This framework frustrates state tax collectors and
businesses that compete with online retailers. But when we learn how this
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Quilf has served to protect local businesses that maintain websites from overbearing tax
compliance burdens imposed by scores of foreign states where the business has no physical
presence. At the same time, it requires every business, large or small, to collect and report sales
tax in the same way in every state where the business does have a physical presence.

Understanding why the Quilf standard exists — to protect local businesses engaged in
out-of-state commerce from the burdens of multiple and discriminatory taxation — is essential

to the consideration of any alternative approach.

Haven’t states simplified their sales tax systems through their SSTP initiative?

In 1998 when Congress enacted, and President Bill Clinton signed, the Internet Tax
Freedom Act, we deliberately chose not to exercise the legislative power under the so-called
“dormant Commerce Clause” to authorize the states to impose their sales tax collection and
compliance burdens on out-of-state retailers. Instead, the law established a Commission to
study those and related issues. The transmittal of the final report of the Advisory Commission
on Electronic Commerce in April 2000 recommended to Congress as follows:

“Place the burden on states to simplify their own labyrinthine telecommunications tax
systems as well as sales and use tax systems to ease burdens on interstate commerce.
Radical simplification will be necessary in the New Economy if small and medium-sized

businesses are to succeed.”®

Thus began the effort that became the Streamlined Sales Tax Project (SSTP). Several
individuals who were members of the Advisory Commission supported the effort. Its purpose
was to create a sufficiently simple nationwide system of sales and use tax rules, definitions,
audit authorities, filing requirements, and compliance regimes that could persuade Congress to
exercise its power under the dormant Commerce Clause. The idea was that a simple one-size-
fits-all system of uniform sales tax rules would remove the burden of what the Supreme Court
called “a virtual welter of complicated obligations,"7 inspiring Congress to authorize each state

to force its tax compliance obligations on sellers in every other state.

not so much by cancerns about fairness for the individual [state] as by structural concerns about the
effects of state regulation on the national economy.”

® Letterto Congress from Advisery Commission en Electronic Commerce (Apr. 2000) (emphasis added).

7 See Quill, supra, n.3.
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Isn’t this debate fundamentally about “fairness”?

Yes.

The seven elements in this Committee’s Basic Principles on Remote Sales Taxes all
ultimately relate to fairness to the many stakeholders in this debate. The Committee’s cardinal
Principle, the first of the seven, is “Tax Relief” — in recognition of the fact that the interests of
individual citizens are paramount to those of state governments and businesses. Under this
heading the Committee has also warned against placing discriminatory tax compliance burdens
on Internet retailers that brick-and-mortar businesses do not bear in the offline world.

The second Principle, “Tech Neutrality,” is about horizontal equity. Brick-and-mortar, e-
commerce, and “brick-and-click” businesses should all be on equal footing. Under this heading,
the Committee explicitly states that tax compliance burdens should not be greater for any
category of business.

The third Principle, “No Regulation Without Representation,” recognizes that fairness
dictates that those who would bear the tax, regulatory, and compliance burdens of a state
should have the rights every citizen deserves to protest against unfairness in the imposition of
those burdens. Citizens of a state have such recourse against their government, but out-of-state
businesses normally do not.

The fourth Principle, “Simplicity,” is aimed at ensuring fairness in state governments’
treatment of small business. The Committee has recognized that when governments place
onerous compliance requirements on businesses, the large ones can more easily comply than
the small ones, which gives big business an unfair advantage. In this way the complexity of MFA
discriminates against small business.

The fifth Principle is also about fairness to individual taxpayers. “Tax Competition,”
which exists when state governments are required to bear the costs as well as reap the benefits
of high-tax policies, helps consumers.

The penultimate Principal, “States' Rights,” is about fairness to each state government.
In enunciating this Principle, the Committee recognized that no state can exercise its
sovereignty beyond its borders without intruding on the sovereign prerogatives of another
state. The Committee explicitly noted that were the federal government to mandate that states
impose sales tax compliance burdens on out-of-state sellers, this principle of fairness to every

state would be violated.
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The final Principle, like all the others, is also focused on fairness. “Privacy Rights” must
be at the forefront of any discussion of remote sales tax collection, because robbing consumers
of their privacy in the name of tax collection is fundamentally unfair. Proposals to enforce a
state’s sales tax regime that entail keeping computer records of what each of us buys fail to
satisfy this critical principle.

The existing system of sales tax collection fairly meets every one of the Principles -- with
one exception. Similarly situated businesses do not collect taxes from out-of-state purchasers
in the same way. But already today, a/f retailers -- large and small, brick-and-mortar, and e-
commerce alike -- do collect sales tax in every state where that business is located. The current
“physical presence” standard protects all businesses, large and small, from the unreasonable
compliance burdens they would face if forced to collect for thousands of state and local tax
jurisdictions within the United States. If this protective standard is to be changed in order to
ensure that all businesses collect taxes from out-of-state purchasers, it must be accomplished in
such a way that maintains this protection.

Even now, not only Internet retailers but brick-and-mortar retailers are protected by the
physical presence standard. This standard guarantees that both brick-and-mortar and Internet
businesses do not have to assume the burden of complying with the tax rules of all the states of
residence of every one of their customers.

Imagine if a retail store on Main Street, which today collects sales tax for just the one
jurisdiction where it is located, were required to collect and file tax according to the rules of the
states of every one of its customers. Here’s how NetChoice put it when the editors of USA
Today invited us to give our view on MFA:

Imagine if the cashiers handling your Black Friday checkouts asked to see
your driver's license so they could look up sales tax rates and rules for the
town where you live, then file returns and face tax audits for every state
their customers came from. That sounds crazy, but it's exactly what the latest
Internet sales tax bill would require for any business that sells through a
catalog or website.?

Fundamental fairness is not just a good idea; it is a bedrock Constitutional principle. Itis

the basic test of due process. For this reason, proposals for states to exert their regulatory and

® Steve DelBianco, Internet sales tax would level start-ups: Opposing view, USA Today (Nov 28, 2013).
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tax powers over out-of-state small businesses are not just bad ideas, but potentially
unconstitutional.

The very same Supreme Court decision that confirmed the current “physical presence”
standard under the Commerce Clause, Quilf Corp. v. North Dakota, also held that a state’s ability
to impose tax collection burdens on an out-of-state business must comply with the Due Process
Clause. Thatis because, the Court said, the Commerce Clause and the Due Process Clause
“pose distinct limits on the taxing powers of the States.” Moreover, “the two constitutional
requirements differ fundamentally,” because they “reflect different constitutional concerns.”

While the Commerce Clause test is a bright line — does the business have a physical
presence in the state? — the Due Process test is one of fundamental fairness. Are the business’s
contacts with a foreign state deep enough and substantial enough so that it would be fair to
expect the owner of the business to have to personally appear in court in the foreign state?
Quilf makes it clear that if a state can require an out-of-state seller to collect its taxes and
comply with its tax laws, it can also make that person appear in its courts to defend against
lawsuits in that state. The Due Process test first set out in International Shoe Co. v.
Wushingtonw is the same for taxation, regulation, and personal jurisdiction.

Most would agree it is fundamentally unfair to force a local retailer, with only one place
of business in a single state, to be subject to tax compliance burdens, including the requirement
to appear in person to defend a lawsuit, in each of the 46 states that have sales taxes. If the
same local retailer with only one place of business has a website, does this change the analysis?

Any small business that has a website is perforce exposed to the entire world. If the
small business, let us say a bookseller, receives an order from a customer in North Dakota -- or
even from a customer in Japan -- should fulfilling the order automatically subject it to direct
regulation and taxation by that foreign government? Should this automatically make it subject
to the regulation, taxation, and judicial reach of every U.S. jurisdiction?

Itis virtually impossible for the bookseller in Vermont to have a website that is
accessible everywhere except, say, North Dakota. Should the owner of a that small business in
Vermont be required to refuse all Web sales from North Dakota, or else automatically be

required to travel to North Dakota when commanded by that state to do so? That is the due

1 1nt’l Shoe Co. v. Washington, 326 U.S. 310 (1945).
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process question posed by the MFA and similar schemes. The Supreme Court in Quill effectively
has answered it. To subject itself to the tax and regulatory jurisdiction of another state, a
business must engage in “continuous and widespread solicitation of business” there. Only then
will a business have “fair warning” that its activities will subject it “to the jurisdiction of a foreign
sovereigm"11

Mere maintenance of a website hardly amounts to “continuous and widespread
solicitation.” To argue that it does would require one to deem it “fair” for every business with a
website to be regulated by every jurisdiction on Earth with access to the worldwide web. Thatis
why, as former Solicitor General Paul Clement has written, “due process problems are
particularly likely with respect to taxation of online sales.” As he explains, “when a seller offers
an item for sale on a website, customers from all 50 states may purchase that item — whether
or not the retailer takes conscious steps to target consumers from all 50 states.” In the case of
the local business that maintains a website, he wrote, “a court would likely find a due process
violation” if a distant state sought to tax isolated transactions there. 12

Today’s approach to the taxation of Internet sales is consistent with due process. All
retailers collect sales tax for every state where they choose to have a physical presence.
Because a business can choose whether to open a store or send sales representatives to another
state, it can be fairly said that the business has elected to subject itself to that state’s laws,
including those governing sales taxes. In return, the business can take advantage of state-
provided benefits including roads and infrastructure, police and fire protection, utilities, etc..

Today, large national retail chains and big-box stores have retail outlets or distribution
centers in almost every state, along with websites that let online customers arrange pickups and
returns at their local stores. These businesses use many local public services wherever they
have stores, and thereby reap benefits that out-of-state retailers do not. In return, these large,

nationally active businesses are required to collect sales tax in the states where they are

" Quill, supra, at 308 note 3.

2 paul D. Clement and Erin E. Murphy, Canstitutional Limits on the Ability of States to Tox Residents af
Other States, Bancroft PLLC (Nov. 13, 2012},
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located. The out-of-state online retailers do not use local public services, and they do not have
to collect sales taxes because they have no physical presence. This is fundamentally fair.3
Today, Amazon is adding distribution centers to enable faster delivery to customers
around the country, which will require Amazon to collect sales tax for two-thirds of alf
Americans by 2016. 1% ike the big-box stores, Amazon would cut its tax compliance costs if
states adopted even tiny steps toward simplification. More important, Amazon wins if MFA
forces more small businesses to move their online sales onto Amazon’s platform, where Amazon
charges a 3% fee to collect sales tax, Amazon keeps up to 15% of every sales dollar, and Amazon

sees 100% of the data on customer searches and purchases.

Other Constitutional Concerns with MFA and SSTP

In addition to the due process concerns raised by the MFA, the Senate-passed bill
suffers from two other significant constitutional infirmities. First, the SSUTA is not an
approvable interstate compact under the Compact Clause.”® Second, the MFA purports to
delegate significant federal power to the Governing Board of the SSTP, in violation of the
Appointments Clause.™®

The Compact Clause and its constitutional complement, the State Treaty Clause,17
together ensure that a minority of states cannot band together to make national policy that
directly affects all states. Interstate compacts are permissible where they treat discrete
regional issues, such as boundary disputes, that directly affect the compacting states but not all
others; but such compacts require congressional approval. On the other hand, purported state

alliances that are national in scope and treat ongoing issues cannot be the subject of a

Sln Quill, the Supreme Court expressly considered and rejected the argument that it is unfair to give out-
of-state sellers “a significant competitive advantage over local retailers” by permitting them to be exempt
from foreign state sales tax collection burdens. Quill, supra, at 304 n. 2. The Court obviously believed it of
greatest importance to protect both in-state and out-of-state businesses equally from unfair burdens
imposed by foreign jurisdictions.

™ States where Amazon is now (or scheduled) to collect sales tax: AZ, CA, CT, FL (2016}, GA, IN, KS, KY,
MA, ND, NJ, NV, NY, PA, SC (2016}, TN, TX, VA, WA, WI, WV

®U.5. CONST. art. I, §10, cl. 3.
6 .5. CONST. art. II, §2.

17).5. CONST. art. 1, §10, cl. 1 prohibits states from entering into a “Treaty, Alliance, or Confederation” —
even with congressional approval.
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“compact,” but rather would constitute an impermissible “treaty, alliance, or confederation.”
The Constitution plainly forbids such arrangements among states.”® In contrast to interstate
compacts, which may be given validity if Congress approves, the Constitution pointedly
withholds from Congress the authority to approve such forbidden multistate alliances.

MFA by its terms purports to delegate to the SSTP Governing Board the ongoing
authority to exercise federal power throughout the United States. In particular, MFA effectively
gives the Governing Board carte blanche to prescribe and to change tax rules for member states
on an ongoing basis. Moreover, under MFA, a state’s membership in the SSTP gives that state
the power to impose tax collection burdens and audit sellers in every other state. This power
would extend even to states that do not join the SSTP. Even if this authority were exercised only
in member states, its impact would clearly be national in scope, and its exercise would be
continuous.

This indefinite and ongoing power to interpret and redefine the SSUTA, which MFA
delegates to the SSTP’s Governing Board, is the reason the arrangement also violates the
Appointments Clause.”® Under the Appointments Clause, only those officers of the United
States properly appointed within the executive or judicial branches can “exercise[e] significant

authority pursuant to the laws of the United States.””°

But under MFA, the SSTP Governing
Board, consisting of officials appointed not by the President but by member states, would wield
extensive influence throughout the nation. Specifically, MFA would delegate to these
individuals (who by definition are not duly appointed “officers of the United States”) the
uniquely federal power to decide when and under what circumstances SSTP member states
would be authorized to engage in activity otherwise in violation of the Commerce Clause. The

Governing Board could decide which states may tax remote sales, promulgate rules governing

inter-state sales and use taxation, and interpret what is and is not subject tax. Such an

18 As noted in Paul Clement, Patricia Maher, and Zachary Tripp, Constitutional Difficulties of Proposed
Streamlined Sales Tax Legislation (King & Spaulding, Oct. 2009), p. 1 (accessible

“The Framers understood the Compact Clause to play a limited role
relating to the resolution of regional disputes, not to be a mechanism by which a minority of states could
make and execute national policy.”

% 1J.S. CONST. art. II, §2, cl. 2.
2 Buckley v. Valeo, 424 U.S. 1, 126 (1976).
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arrangement would amount to Congress handing over to the Governing Board "the keys to the

. 21
Commerce Clause itself.”

Principles to Guide Congressional Action

A first principle in drafting legislation, just as in medicine, is “do no harm.” Today’s
system of sales taxation is fundamentally fair to interstate commerce and to all stakeholders,
because brick-and-mortar, brick-and-click, and e-commerce businesses alike are protected from
unfair out-of-state tax compliance burdens. When a customer walks into a hardware store in
Tucson, the clerk does not ask what state and county the customer lives in, so the clerk may
compute sales tax accordingly. Instead, the Tucson clerk always charges the local tax rate, no
matter where the customer lives. In this way, the brick-and-mortar business is protected from
having to comply with the tax laws and filing requirements of 46 other states. This is the same
protection that an e-commerce business enjoys.

It is important to note that this is the exception, not the rule. Even without any change
in federal law, most sales taxes on e-commerce are already being collected. As of 2013, 17 of
the top 20 e-retailers were already collecting sales taxes in at least 38 of the 46 sales tax states.
It has been publicly reported that within two years, Amazon will have physical presence in states
that are home to two-thirds of all Americans. With no change in federal law, therefore, the lion’s
share of sales tax from Internet retail is already being collected.

Itis also important to note that the competitive threat to brick-and-mortar retail from e-
commerce comes largely from factors other than sales taxes. There is abundant evidence for
why people shop online and through catalogs: they are looking for convenience, selection, and
lower prices. Indeed, there is no persuasive data showing that avoidance of sales tax is a
principal motivation of online and catalog shoppers. To the contrary, all the evidence suggests
that shoppers seek a good value by comparing prices before tax is added at checkout.

Moreover, shipping and handling charges for remote sales frequently exceed any sales tax
avoided. Finally, Amazon posted impressive year-over-year sales gains in 2013 in states where it

added sales tax collection for its customers.

u Clement, Maher, and Tripp, supra, at 15.
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Still, there is a deeply held belief that current law is unfair to brick-and-mortar stores. |If
Congress is committed to overrule the Supreme Court’s decision in Quill in pursuit of fairness
and tax revenue, it must do so with great caution so as to maintain the current protections
against out-of-state regulation and taxation that are enjoyed broadly by all retailers. My
testimony on how this Committee might find a better way than MFA should be understood in
this vein.

Once resolved to “first, do no harm,” this Committee can do no better than to follow the
Basic Principles on Remote Sales Taxes that Chairman Goodlatte has announced. NetChoice
supports these Principles entirely, and appreciates the specific explanations and contextual
meanings provided for such essential terms as fairness, simplicity, and states’ rights.

As a first step, it is useful to compare the Principles to the MFA as it passed the Senate
in March 2013. As will be seen in the table below, the MFA fails across the board to achieve the

objectives of the Principles.
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Judiciary Committee Principles

Marketplace Fairness Act of 2013

1. Tax Relief — Using the Internet should not
create new or discriminatory taxes not faced
in the offline world. No fresh precedent for
other areas of interstate taxation by States.

MFA Fails. Only businesses selling online or via
catalog would face new requirements to collect taxes
based on where the purchaser lives, as well as
compliance and audit demands from 46 states — each
with its own rates and rules.

2. Tech Neutrality — The tax compliance burden on
online sellers should not be less, but neither
should it be greater than for similarly situated
offline businesses.

#iFA Falls. MFA forces internet and catalog sellers to
file in and comply with the differing rules of 46 states
— plus up to 550 Indian tribes in the Senate-passed
version. Brick-and-martar businesses would comply
only with the rules of the states where they are
located.

3. No Regulation Without Representation — Those
who would bear state taxation, regulation and
compliance burdens should have direct recourse
to protest unfair, unwise or discriminatory rates
and enforcement.

MFA Fails. There is no recourse for Internet sellers
when out-of-state tax authorities make unreasonable
demands for taxes, paperwork, and audits. Internet
sellers must travel to foreign states and face foreign
courts.

4. Simplicity — So simple and compliance so
inexpensive and reliable as to render a small
business exemption unnecessary.

WFA Fails. States were not required to have
common rules and definitions. Lacking true
simplification, and offering no help with software
integration, MFA purports to exempt small
businesses but fails even to do that.

5. Tax Competition — Governments should be
encouraged to compete to keep tax rates low and
American businesses should not be disadvantaged
vis-a-vis foreign competitors.

#iFA Falls. States were not required to have
common rules and definitions. Lacking true
simplification, and offering no help with software
integration, MFA purports to exempt small
businesses but fails even to do that.

6. States’ Rights — States should be sovereign
within their physical boundaries. Congress should
not mandate that States impose any sales tax
compliance burdens.

MIFA Faile. MFA gives new tax and audit powers to
every state, allowing them to reach across their
barders. This threatens the sovereignty of every
other state. Other states would not be able to apt
out of MFA; rather Congress would mandate their
submission to other states’ business activity taxes
and regulations.

7. Privacy Rights — Sensitive customer data must
be protected.

iFL Fails. MFA has no privacy protections
whatsoever. Worse, it incentivizes out-of-state tax
collectors to demand customer infarmation from
retailers.

The most significant reason that MFA fails all seven of the Principles is that it would

force catalog and Internet sellers to incur significant new tax compliance costs that are not

borne by brick-and-mortar retailers. Instead of leveling the playing field, MFA would heavily

discriminate against e-commerce. Under MFA, brick-and-mortar stores would not have to
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comply with out-of-state tax rules where they have no physical presence, but e-commerce
stores would. Moreover, because these costs are disproportionately expensive for small
businesses, the small e-commerce firms would be hardest hit.

The SSTP's own Cost of Collection®” study found that the smallest businesses spend 17
cents for every tax dollar they collect for states. That is vastly more than their large-scale
competitors. Even if the “free” tax software were to work as advertised (and as explained later,
it will not), that would help eliminate only two cents of the extra costs. So a small business with
annual revenues of $1 million would still incur a new cost burden equal to 15 cents on every
dollar it collects, for tasks such as:

* Computer consultants to integrate new tax software into their home-grown or
customized systems for point-of-sale, web shopping cart, fulfillment, and accounting

¢ Training customer support and back-office staff
* Answering customer questions about entity and use exemptions and sales tax holidays
¢ Responding to audit demands from 46 states — plus up to 550 Indian Tribes, per $.743

* Accountants and IT consultants to help with all of the above

These collection burdens will impose impossibly high costs on small catalog and online
businesses. Ask any small business — a brick-and-mortar store on Main Street, or an online
store —and you’ll hear it’s hard enough to collect sales tax for one state. It would be a
nightmare for a small business to have to comply with the rules of all 46 states, each with sales
tax rates, regulations, and unigue filing burdens of its own.

The most significant of these costs is the expense of integrating tax rate lookup software
into the business’s in-house information systems. The cost is high not only because the
software integration requires specialized skills, but also because it must be done at multiple
integration points. Last year, the True Simplification of Taxation (TruST} coalition commissioned
a study to precisely measure both the upfront and ongoing software integration costs. The
study examined both catalog and online retailers in the mid-market bracket ($5 - $50 million in

annual sales).23 The study found that such mid-market online and catalog retailers would have

* Available at http://www.netchoice.org/wp-content/uploads/cost-of-collection-study-sstp. pdf.

= Larry Kavanagh and Al Bessin, The Real-World Chollenges in Collecting Multi-State Sales Tax, September
2013.
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business. As NetChoice has explained in previous testimony, an exemption of at least $15
million in annual sales would be needed to achieve the intended purpose of protecting small
businesses whose scale would not permit them to absorb MFA’s exorbitant costs.”*

A recent study claiming that a $1 million small business exemption would protect all but
about 1,000 online businesses from MFA is grossly inaccurate. The study commissioned by the
U.S. Small Business Administration (SBA),% inexplicably chose to rely upon the same University
of Tennessee professors who admitted their earlier estimate of uncollected sales tax, overstated
by 70%.%® In the SBA November 2013 report, the professors advance the demonstrably false
assertion that MFA would affect only 974 online sellers.

There are several reasons this estimate should not be relied upon when considering
legislation. First, the authors heavily rely on calculations from a 2008 study that found that
there were in fact 28,628 online sellers with sales over $1 million” -- significantly more than the
974 found by the SBA study. Second, the SBA study’s authors based their study on the patently
false assumption that anyone who ever sold any item on eBay is an online business.”® This
became the basis for their claim that “99% of online businesses are less than $1 million.” It is
preposterous to include an individual who sells a used bicycle on eBay, Craigslist, or a
newspaper classified ad web page within the definition of “online businesses.” Third, the study
relied on the internet Retailer Top 1000 to identify the universe of online sellers with over $1
million in sales, even though that publication explains that its listing of websites in the top 1,000
is based solely on web traffic.” This definition does not even purport to be a fair proxy for

online sellers with more than $1 million in revenue. A few examples will quickly illustrate:

** NetChoice Testimony for House Judiciary hearing, H.R. 3179, the “Marketplace Equity Act of 2011” (July
7,2012)

 Bruce & Fox, An Analysis of Internet Sales Taxation and the Smali Seller Exemption, Nov. 2013

® See, Donald Bruce, William F. Fox, & LeAnn Luna, State and Local Government Sales Tax Revenue Losses
from Electronic Commerce, University of Tennessee Working Paper (Apr. 13, 2009), Donald Bruce &
William F. Fox, State and Local Sales Tax Revenue Losses from E-Commerce: Updated Estimates, University
of Tennessee (Sept. 2001)

z Bailey, Gao, Jank, Lin, Licas, Viswanathan, The Log Tail is Longer than You Think, May 2008
28
Fox at 28.

* Internet Retailer, Top 500, 2012 p. 105 (“The starting point for the data gathering was the rankings of
retailers’ web traffic.”)
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* SchreinersGardens.cam in Salem, Oregon — Sixty-five years ago, Schreiners Gardens
opened its first flower store. Later it added a catalog and eventually a web store.
Schreiners now exceeds $1 million in remote sales. As a specialty store, it is highly
unlikely it will ever make the top 1000 in web traffic.

¢ MissouriQuiltCo.com in Hamilton, Missouri — This business opened a store in 2008
but soon “it soon became apparent that in a town of 1100 people it would be
difficult to produce enough revenue to employ our parents and also make a decent
profit. This was the impetus behind growing [their] business online.”* After
opening its online store, MissouriQuilt grew into the largest employer in Caldwell
County. It has boosted local tourism as quilters from around the world come to
meet the owners and take quilting lessons. MissouriQuilt does over $1 million in
sales. Again, as a specialty store, it did not make the top 1000 in web traffic.

For these reasons, it is difficult to give any credence whatever to the SBA report. In fact,
sampling in Oregon alone, NetChoice found 60 small e-commerce businesses with over $1
million that were overlooked in the SBA report.

The conclusion one must draw from this is that MFA is fundamentally flawed. Even the
purported carve-out for small business would prove woefully inadequate — it would need to be
at least $15 million in annual sales, as we testified in 2012.

Once it is understood that MFA’s approach is fundamentally costly, discriminatory, and

potentially unconstitutional, the door is opened to consider other approaches.

There’s a better way than MFA: Home Rule and Revenue Return

NetChoice accepted Chairman Goodlatte’s challenge to develop alternatives to MFA.
Beginning with the Principles, and being especially mindful of the due process limitations on the
states’ power to force tax compliance burdens on out-of-state businesses, we have
conceptualized the approach of Home Rule and Revenue Return, by which Congress could
authorize states to collect taxes when their residents purchase from out-of-state sellers.

The central concept is a voluntary multi-state Compact that would establish clear rules
for interstate purchases on which sales tax currently is not being collected. States participating
in the Compact would realize sales tax on purchases their residents make from remote

businesses located in other Compact states.

0 http://MissouriQuiltCo.com/Content/AboutUs
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This concept treats catalog, online, and brick-and-mortar sellers the same. Every
business would use the tax rates and rules that apply where it is located — not where the
customer resides. This approach involves no new complications, because most retail business
already takes place this way. Using the tax rates and rules where the business is located is
already the rule for all brick-and-mortar sales. When a customer from Maryland buys a tool at a
hardware store in Virginia, the store clerk does not inquire what state and county the customer
is from. The clerk simply rings up the sale and applies the local Virginia sales tax. This is also the
existing rule for all intrastate catalog and online sales in 17 states representing over half the
nation’s population.31 Because of its inherent simplicity, both SSTP and MFA allow these states
to retain this rule for intrastate sales by catalogs and websites, since trying to use the
customer’s residence as the source of tax rates and rules in each case would be too complex and
expensive.

Unlike an origin-based system, which leaves tax money in the business’s state even
though the purchaser is from another state, the Home Rule and Revenue Return concept would
distribute taxes received from out-of-state purchasers to their home states. This results in
states receiving sales tax revenue from their residents’ out-of-state purchases, without imposing
massive new compliance burdens.

The table below summarizes how the Home Rule and Revenue Return concept meets
each of the Committee’s Principles. Details of the concept are more fully explained in the

following section.

' AR AZ CA 1A IL MO NC OH OK PA RI TN TX UT VA VT WA (SSTP member states in bold)
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Judiciary Committee Principles

Home Rule & Revenue Return

1. Tax Relief — Using the Internet should
not create new or discriminatory taxes
not faced in the offline world. No fresh
precedent for other areas of interstate
taxation by States.

States can join a multi-state compact to collect and distribute
sales tax on remote purchases where tax is not now being paid.
Treats remote sellers and brick-and-mortar businesses the same
— using tax rates and rules for where the business is located —
not where the customer resides.

Establishes national standard, preempting state laws that
purport to authorize alternative means to go beyond physical
presence for tax impaosition.

Creates no new or discriminatory tax burdens.

2. Tech Neutrality — The tax compliance
burden on online sellers should not be
less, but neither should it be greater
than for similarly situated offline
businesses.

Just like brick-and-mortar businesses, all online and catalog
sellers file and pay taxes in states where they're located.

All businesses are subject to sales tax audits only from those
states where the business has a physical presence.

3. No Regulation Without
Representation — Those who would bear
state taxation, regulation and
compliance burdens should have direct
recourse to protest unfair, unwise or
discriminatory rates and enforcement.

Businesses are accountable only to the states where they are
located for tax payments and audits, and for court appearances.
States seeking to bring businesses in other states into court must
adjudicate in the business’s home state or in federal district
Court.

States may quit the compact if new tax burdens exceed the
benefits.

4. Simplicity — So simple and compliance
so inexpensive and reliable as to render
a small business exemption unnecessary.

Whether anline or offline, small businesses pay sales tax the
same way they do now: based on rates and rules of their home
state. But now they would do this on sales to customers in aff
compact states.

Simple and equal treatment: online and brick-and-mortar stores
follow the tax regimes where they are located.

5. Tax Competition — Governments
should be encouraged to compete to
keep tax rates low and American
businesses should not be disadvantaged
vis-a-vis foreign competitors.

A business in a compact state must collect tax on sales to
customers in other compact states.

A compact state has incentive to keep its tax rates low, since
high taxes may discourage business from locating there.

6. States’ Rights — States should be
sovereign within their physical
boundaries. Congress should not
mandate that States impose any sales
tax compliance burdens.

States maintain control over tax burdens imposed on any
business located in the state.

Compact participation is decided by state legislatures, which can
also decide to quit the compact if new tax burdens exceed the
benefits.

7. Privacy Rights - Sensitive customer
data must be protected.

Compact states must implement privacy and security protections
for all personal data on customer purchases.

20
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Details of the Home Rule & Revenue Return Concept

1. Establish a multistate compact. New federal legislation would authorize a multistate
compact (the “Compact”) to enable collection of taxes on remote sales between sellers and
purchasers in Compact states. A member state of the Compact would require its in-state
businesses to collect and remit sales tax on sales to purchasers located in other Compact states.
2. Uniform national standard. The federal legislation would point states to the Compact as the
sole method for imposing tax on sales made by a business to purchasers located in states where
the business has no physical presence. This legislation would codify the physical presence
standard similar to HR 2992, which requires: an employee assigned to the state; services of an
exclusive agent necessary to maintain the market in a state; or lease/ownership of tangible or
real property in a state®’. As in HR 2992, this physical presence standard would exclude de
minimis presence of less than 15 days in a state during a taxable year, or presence to conduct
limited or transient business activity.

A statutory physical presence standard would prevent states from attempting to impose
sales tax liability based on advertising arrangements, commonly controlled groups, or other
means to reach businesses that lack a physical presence in the taxing state. The Compact would
be the only means for a state to impose sales tax liability on businesses without physical
presence in that state.

3. State sovereignty and optional participation. Each state could choose whether to join the
Compact. If a state joins, then businesses in that state would continue to apply the same tax
rates and rules as before. In addition, a business in that state would also collect tax on sales to
purchasers in other Compact states where the business does not have a physical presence. If a
state chose not to join the Compact, businesses in that state would continue collecting sales tax
on sales to purchasers in other states where the business also had a physical presence.

Each state, not the federal government, should determine the extent to which it wishes

to rely on sales tax. Being faithful to this principle means respecting the sovereign rights of

2R 2992, “Business Activity Tax Simplification Act of 2013”, August 2, 2013, with sponsors Mr.
Sensenbrenner, Mr. Goodlatte, Mr. Scott of Virginia, Mr. Bachus, Mr. Chabot, Mr. Duncan, Mr. Jordan,
Mr. Jones of North Carolina, and Mr. Hastings. http://thomas.loc.gov/cgi-bin/query/z2c113:H.R.2992:

21
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those few states that have no sales tax. In allowing each state to decide whether it wishes to
join the Compact, the concept respects this principle.

Neither fairness nor revenue generation justifies violating this principle. The argument
that Internet businesses will move to jurisdictions with no sales tax is spurious. Businesses are
free to move today, but we have not witnessed this phenomenon. Businesses select their
jurisdiction for a host of reasons: quality of life; business incentives; income and property taxes;
quality of work force; etc. For example, online seller NewEgg.com chose to base its operations in
New Jersey, just 80 miles from tax-free Delaware. Amazon chose Seattle, when it could have
chosen Portland, just a couple of hours to the south — in a state that has no sales tax.

4. Home Jurisdiction. Since the fundamental principle of the concept is that every business —
whether brick-and-mortar, online, or catalog — will collect and file taxes in the state where it is
located, the legislation must clearly define where a business is “located” for this purpose. Once
a state joins the Compact, each business with a physical presence in that state would designate
one principal place of business in the United States. This will be its “Home Jurisdiction.” The
designation could not be manipulated: the seller’s Home Jurisdiction would be the Compact
state in which its greatest number of employees works, per payroll tax records. The federal
legislation would also describe instances where the “number of employees” would not be an
appropriate measure, and prescribe methods to use, as alternative means of designating Home
Jurisdiction, either the state where most physical assets are located or the state designated as
the principal place of business for federal income tax purposes.

Federal legislation would also describe instances where the “number of employees”
may not be an appropriate measure, and prescribe methods to use an alternative means of
designating Base Jurisdiction, such as where most physical assets are located or the principal
place of business for federal income tax purposes.

Home Jurisdiction is a proven method of taxation in multistate compacts. The
International Fuel Tax Agreement™ allows truckers to file in their “Base Jurisdiction" instead of

filing taxes in every single state they drive through. Similarly, the European Union uses a similar

33 |nternational Fuel Tax Association, Inc., http://www.iftach.org/
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5. One simple rule for tax collection. Once a business in a Compact state designates its Home
Jurisdiction, it will be required to collect sales tax on any sale to residents of other Compact
states where it has no physical presence, subject to these simple rules:

* Regardless of where the purchaser resides, the business will use the tax rates,
definitions of taxable goods and services, and tax holidays that apply to the Home
Jurisdiction.

* The business is required to file tax returns and remittances only in its Home Jurisdiction.

* The business is subject to audits only by the state tax authorities of its Home
Jurisdiction.

No state, whether or not it has joined the Compact, could demand payments or audits from a
business that has no physical presence in that state.

6. One source of audit for remote sales. Every business will be subject to audit only by the
state and local tax authorities where it has a physical presence, just as occurs now. A business
that sells to customers in states where it has no physical presence would be subject to audit on
those sales only by its Home Jurisdiction.

Under the Compact, no other Compact state may demand payments or audits, except
by submitting those demands to the business’s Home Jurisdiction. Businesses would therefore
not be required to respond to audit demands from a state where the business has no physical
presence or representation.

7. Legal challenges to state tax authorities. Business taxpayers would have the right to enforce
the Principles of the federal legislation in reply to legal demands from Compact states. For this
purpose, business taxpayers would be entitled to use the federal district courts — instead of
litigating in the courts of the foreign state in question. This would require amendment of the
Tax Injunction Act,® which presently bars federal court jurisdiction.

8. No multiple taxation. Compact states would not impose additional tax liability on their
residents who purchase from out-of-state sellers, beyond what is collected from the purchaser

K

under the terms of the Compact. A purchaser would therefore not be liable for additional “use
tax” if the out-of-state seller’s Home Jurisdiction tax rate were less than the purchasers’ state

and local sales tax rate.

» Compact states would also be required to waive their 10th and 11th amendment immunity for suits
brought under the Tax Injunction Act.
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9. Privacy rights protected. The federal legislation would require all Compact states to adopt
privacy and data security safeguards for any purchaser information they collect in the course of
administering sales tax filing or use tax reporting. For this purpose, the Payment Card Industry
Data Security Standard could be required as a data security safeguard. In addition, the
legislation would require independent audits of state data security practices.

For states that gather specific purchaser data for purposes of use tax compliance, the
federal legislation would require that an independent clearinghouse first strip-off any data
identifying the vendor and the goods or services that were purchased.

10. Revenue return. The federal legislation would require Compact states to periodically
forward sales tax revenue paid by out-of-state purchasers to the states where the purchasers
reside. This is similar to the clearinghouse approach that allocates tax revenue under the
International Fuel Tax Agreement. Revenue return would require that businesses in Compact
states include in their tax filing the amount of aggregate sales to purchasers from each state, but

would not require reporting of the identities of purchasers or the nature of their purchases.

Conclusion

Quill’s physical presence standard remains a principled and practical way to limit states’
imposition of tax and audit burdens on out-of-state businesses. Congress should follow the
principle of “first, do no harm” in considering whether to discard Quilf. Should the Congress
choose to exercise its power under the dormant Commerce Clause, it is essential that you

observe the constraints on state taxing power imposed by the Due Process Clause.

The Home Rule and Revenue Return plan is an alternative to MFA that achieves this
objective. It is sufficiently simple that small businesses may not need an exemption. All
businesses would use the same tax rates and rules they already use today for in-state sales.
There would be little new compliance burden. There would be no need to integrate new
software to look up rates and rules for the other 45 taxing states. Retailers could continue filing
tax returns and facing audits only in their home states. Such a system would fully comply with

the Basic Principles on Remote Sales Taxes established by this Committee.
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Mr. GOODLATTE. Thank you, Mr. Cox. Thank you all for excellent
testimony. We will now begin our round of questioning, and I will
recognize myself for that purpose.

Mr. Kranz, you have been involved in the Streamline Sales
Project process for many years. There was a time when the con-
gressional sales tax bills required States to join the SSTP, to join
the system. In addition, the SSTP regime in the early years was
less flexible than now. Now States have more flexibility in the
SSTP, and States can gain the collection authority without even
joining them. Why has simplification been abandoned to such a de-
gree?

Mr. KrRANZ. Mr. Chairman, I do not think simplification has been
abandoned, and the rules for joining SST remain the same. What
I think we are seeing is that the States over 15 years of trying to
simplify and gain congressional authority to require remote sellers
are wearing tired of living by those rules. And so they are relaxing
enforcement of the compliance standard, and by that, they are
holding certain members to be out of compliance with certain provi-
sions of the agreement and giving them time to get back into com-
pliance.

It is a natural ebb and flow at the State level of the law in re-
sponse to the agreement’s requirements. But I do not think that
they are abandoning simplification by any stretch.

Mr. GOODLATTE. Thank you. Mr. Cox, some of today’s proposals
seem to suffer from privacy concerns, others from the burdens of
compliance and cross-border audits. Is it fair to say your proposal
dodges both those major pitfalls, and if you think that is the case,
please explain why.

Mr. CoXx. Yes, and those are two very serious problems. I think
we all know with the Target data breach as a leading example
what can happen if information about customers is now, in a more
granular way, collected by purchase. If appointed officials, elected
officials in every one of the 9,600 jurisdictions around America
have a right to demand what you bought at a particular store to
find out if it was taxable in their State, that creates opportunities
for mischief that I think ought to frighten us. That is the kind of
big government threat that we do not want, and so, avoiding that
is very important. And that is not at all an element of home rule
and revenue return.

The other problem, the basic problem, that has challenged this
simplification effort for so many years since I began talking about
it with Governor Leavitt back in the 1990’s is the idea that you
have the many against the one. You have got a business that is in
one place, and yet now it is exposed to regulation by at least 45
other States and possibly thousands of different individual jurisdic-
tions.

And so, you see that problem at its worst when it comes to audit.
If you never get audited, maybe there is a way for computers to
help us out here. But if you have to face compliance demands from
all these places, if they have personal jurisdiction over you in an
International Shoe sense and they can compel you to show up there
(which definitionally they would—if they can tax you, they can reg-
ulate you, and they can make you personally appear, as was point-
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ed out earlier in testimony)—you know, that is a horrific problem.
And so avoiding that problem also is very important.

Mr. GOODLATTE. Thank you. Mr. Crosby, the Streamline Sales
Project originally sought one tax rate per State. Too many States
were unwilling to do it, and it was abandoned. With a narrower
focus on remote sales only, do you think a single rate might be
achievable?

Mr. CroOSBY. Mr. Chairman, in the early days of the discussion,
one rate per State was certainly talked about with the National
Tax Association Advisory Commission on Electronic Commerce.
When the Streamline Project came together, the focus was on ad-
ministrative simplification, looking at those aspects of the sales tax
system that truly bring burdens to sellers and simplifying those.

The rate issue is radically diminished from 20 years ago because
software actually can handle that very well. If there is something
that software can do well, it is look up rate tables and apply those
rates. So that issue I think is not as important.

Also in the Streamline Project, what came to the fore is that we
frequently think only of business to consumer sales. Business to
business sales are, in fact, more than 90 percent of e-commerce.
Many States provide preferential rates or exemptions for business
to business purchases, for example, on aviation fuel. If there were
a mandate to require one rate per State, it could jeopardize those
existing preferences the State provides to encourage business activ-
ity.

Mr. GOODLATTE. Mr. Moylan, Salem County, New Jersey is ex-
empt from collecting the 7 percent Statewide sales tax. Instead, it
collects just 3 and a half percent local tax. The reason is that Dela-
ware is next door, and Delaware has a sales tax of zero. Is the les-
son that tax competition is a real phenomenon, and to what extent
do you think that is true?

Mr. MoYLAN. I think, yes, that is the lesson that tax competition
is a real phenomenon, and I think that it is a beneficial element
for taxpayers. It is interesting that you bring that up, however. I
think that, and I wrote this in my written testimony, that the more
likely manifestation of that sort of tax competition is in those sorts
of marginal decisions in a given area. And I use the example of the
D.C. metro area that you might see businesses deciding to locate
on the Virginia side of the border rather than the Maryland side
of the border to take advantage of Virginia’s somewhat more bene-
ficial business and tax climate.

I do not think that you are likely to see some sort of wholesale
stampede to New Hampshire or Montana. And, in fact, any sort of
Federal rule on origin sourcing should establish clear protections to
make sure that businesses cannot game the system. We, of course,
would not want a situation where people can set up a mailbox in
New Hampshire and avoid collection forever more.

And so I think that there are ways appropriately to protect
against that while encouraging the kind of beneficial competition
that you point out happening in New Jersey.

Mr. GOODLATTE. Thank you. My time has actually expired, and
the Chair recognizes the gentleman from Michigan, Mr. Conyers,
for his questions.



165

Mr. CoNYERS. Thank you. I appreciate the witnesses’ testimony.
It is quite varied. I would like to begin with Mr. Kranz. What, in
your view, is the risk of Congress not acting on the remote sales
tax issue? And in the absence of congressional action, what will
States do moving forward?

Mr. KrRANZ. Thank you, Ranking Member. The risk of Congress
not acting is that the States will continue their onslaught attack
against remote commerce. And as I mentioned earlier, there are al-
ready 17 States that have tried a variety of approaches to attack
remote commerce imposing complicated administrative burdens,
audit risk, liability, and potential litigation on those remote sellers.

So if Congress does not act, my prediction is that the States will
continue that attack on remote commerce. And we are seeing it
today. There were four cases decided last year, two in New York,
one in Illinois, and one in Colorado, all related to these State at-
tacks against remote commerce.

Mr. CoNYERS. Thank you. Mr. Crosby, regarding the idea that
one rate per State would enable more simplification, has it been
contemplated before, and what are the challenges with that? Is it
fair to jurisdictions with lower rates?

Mr. CrRosBY. Mr. Conyers, I think that the focus on one rate per
State reflects a misunderstanding of the complexity that is associ-
ated with sales taxes. Complexity is driven by things other than
the rate calculation. As I mentioned before, software is capable of
doing that sort of thing.

If the Congress were to impose one rate per State, it would likely
lead to a leveling up of taxes in States that have lower rates. So
where you have local jurisdictions with lower rates, a mandate of
one rate per State would likely result in a tax increase in those
States. It would also, of course, be a reduction in State sovereignty
by reducing the flexibility they have to set their own tax rates on
their basis.

Mr. CoNYERS. Thank you. Mr. Kranz, you stated in your testi-
mony that some proposals that you will hear today will trample
State tax policy decisions and have far-reaching economic impacts.
You give examples of origin sourcing. Please expand on how origin
sourcing would create economic hindrances by turning what is now
a consumption tax into a production tax. And also how would such
a proceeding be constitutionally impaired?

Mr. KraNZ. The proposals we have heard today for origin-based
taxing would eliminate what we now know as our sales tax system
in this country. When someone in Virginia buys at a Virginia store,
they pay Virginia tax and it funds Virginia government services.
When someone with a Virginia address buys from a vendor located
in California, and that California company has an obligation to col-
lect tax, they collect Virginia’s tax, and that money gets remitted
to Virginia to fund Virginia government services.

An origin regime for remote sellers would turn that on its head
and have far-reaching economic implications. Under an origin re-
gime, the remote seller would collect California’s tax rate and
would collect tax based on California’s rules. The two proposals you
have heard today for origin sourcing, one of them would allow Cali-
fornia to keep the money, and the other one would say, no, the ven-
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dor in California has to collect California’s tax rate, collect under
California’s rules, but we will redistribute that money to Virginia.

Ultimately, both of the origin proposals, though, impose a dif-
ferent State’s tax rules on a Virginia consumer. So consumers in
your State would be subject to the tax laws of the location where
the seller is located. Now, as a tax lawyer, I can easily come up
with a vehicle to get out of that, and I would inform any company
to create a new entity in Delaware, or in New Hampshire, or in
Montana, one of the non-sales tax States. That entity becomes the
seller of record. You can have all your operations somewhere else,
but the seller of record is located in a non-sales tax State.

Mr. CONYERS. Let me get this in before our time runs out. Some
are concerned that the due process clause would be offended by
Federal legislation to authorize remote sales tax collection. What
are your thoughts? Did Quill not address this?

Mr. KraNzZ. Quill did address the question. Congress has com-
merce clause authority to pass a Federal framework. There is noth-
ing that Congress can do to remove the due process protections.
Whether you address the issue or not, taxpayers and businesses
have their due process rights. Passing legislation to deal with this
issue does not touch those rights. They would still exist and be
fully protected.

Mr. CoNYERS. Thank you so much. I return any time that may
be left.

Mr. GOODLATTE. The Chair thanks the gentleman and recognizes
the gentleman from North Carolina, Mr. Coble.

Mr. CoBLE. Thank you, Mr. Chairman. Good to have you all with
us this morning. Mr. Sutton, under the hybrid origin regime, tax-
payers would pay the sales tax rates based upon from where they
ought to be shipped rather than where the taxpayer resides. In
many instances, this could be viewed as a tax increase if the item
is shipped from a high sales tax State to a low State tax State.
What say you to that?

Mr. SUTTON. It absolutely could be perceived by the consumer,
who is the ultimate bearer of the tax, whether it is based on the
business or not. The businesses have to raise the tax, have to raise
their price to account for that tax, whether it is a separate line
item or not. So the consumer is the one that ultimately pays for
it, so, yes, I believe that would be perceived as an increase by many
consumers out there.

I also believe that the great State of Montana would probably
have to be some movement to be renamed as Amazon-tana before
long for the sheer volume of companies that would start moving
there to base their retail sales, both remote and on the internet.

Mr. CoBLE. I thank you, sir. Mr. Moschella, how could the Con-
gress define the origin from where it originates? For example,
would the rate be determined where the company’s physical head-
quarters are located, A, or, B, the warehouse from where the item
is shipped, or even C, where the corporation is incorporated?

Mr. MoscHELLA. Well, it is a good question. I think Mr. Kranz
may be in a better position to answer that question.

Mr. CoBLE. I will be glad to hear from Mr. Kranz.

Mr. KrRANZ. Well, the proposals we have heard do not give an an-
swer to that question. They leave it open-ended. There is one possi-
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bility that it would be based on the number of employees in the
company. But again, I could very easily create a Delaware entity
with one employee. That is the only employee, and it is a Delaware
company or a Montana company. The seller of record can easily
have a no sales tax collection obligation under the origin regime.
It is a simple game that could be used to avoid these proposals.

Mr. MoYLAN. Congressman, may I respond to that——

Mr. COBLE. Sure.

Mr. MOYLAN [continuing]. Because I did cover it in my testimony.
Several of the States that utilize origin sourcing for intrastate sales
have answers to this question that I think can be effective guidance
for Congress. The Chairman’s home State of Virginia is an exam-
ple, Texas another. What they do is, one utilizes the place at which
an order was received and processed. Others have utilized the loca-
tion from which the item was shipped. You could explore some
version of either of those, some sort of combination.

I think that there are ways that you can appropriately structure
the rules so that you do not have the sort of gaming that Mr.
Kranz is referring to and that you have a legitimate rule, much the
way that the 17 States that utilize origin sourcing intrastate do.

Mr. CoBLE. I thank you, sir. I am going to try to get one more
question. Mr. Cox, as has been said, welcome back to the Hill. This
may be portrayed, Mr. Cox, as an off the wall question, but let us
give it a try. Suppose France dispatched auditors to one of our
States demanding access to local business records to ensure it prop-
erly collected French sales tax on items that were shipped to the
country of France? Do you think most Americans would view that
as protecting U.S. sovereignty, and if not, distinguish between that
and when States are doing it to one another.

Mr. Cox. Well, I do not think that is an off the wall question at
all. T think that is a very pertinent question because the internet
cannot be restricted to the 50 U.S. States and six territories. It is
global. It is called the worldwide web for a reason.

And when a business that wishes to serve its customers in the
neighborhood goes on the web, you know, they are up in Italy. They
are up in France. They are up in Russia. It is not untoward to
think that Vladimir Putin might decide, you know, hey, we have
got YouTube here, we are going to put a franchise tax on it.

We do not want that to be the norm. Because the United States
was the leader in the internet—we can go all the way back to the
90’s—the norms that we established in this country about rel-
atively light regulation; in some areas, no regulation; no special
taxation; no discrimination—have been the norm worldwide. There
is no UN rule. There is no global compact that makes this the case.
But it is U.S. leadership that has made this the case.

So if we establish a new norm through congressional enactment
that nexus is created, that jurisdiction is created in a due process,
International Shoe sense over someone because their website is
visible in your jurisdiction, or because an incidental purchase or
transaction was made over the worldwide web, then we had better
get ready for France to make that demand on us.

Mr. CoBLE. I thank you, sir. I see my red light has illuminated.
I yield back.



168

Mr. GOODLATTE. I thank the gentleman. The Chair recognizes
the gentleman from New York, Mr. Nadler, for 5 minutes.

Mr. NADLER. Thank you, Mr. Chairman. Let me start by making
a few observations. It has been said repeatedly at this hearing that
the question of enabling States to collect their use taxes is about
the fairness for brick and mortar stores, brick and mortar mer-
chants vis-a-vis online sellers.

I agree with that, but I think it is also about a far broader prin-
ciple. It is about not destroying the sovereignty of the States, that
enabling the people of the several States to continue to decide
whether, how, and how much, whether to tax themselves, how
much to tax themselves, and how to tax themselves, and those who
do business in their States, that is a fundamental right of a State
government. It has been greatly compromised by the development
of the internet and the inability to collect use taxes for products
sold over it. And we ought to be looking to protect the sovereignty
and ability of the States and the people of the States to decide their
own policies. That is point number one.

Point number two, and in connection with that, I should say that
I support the Marketplace Fairness Act, which has passed the Sen-
ate. And I have heard some of the criticisms here, and we will ad-
dress them in a minute. But I would hope that the Committee
would hold a hearing on the Marketplace Fairness Act, which has
passed the Senate, on possible amendments and possible changes
to address some of the criticisms to see if it is possible to address
adequately the criticisms that have been leveled at it.

Third, it is nice that we are holding this hearing on other ap-
proaches, as long as it does not substitute for a hearing on the
Marketplace Fairness Act. And I commend the Chairman for put-
ting out a statement of principles, but I must say I disagree with
one of them. One of the principles says, “Government should be en-
couraged to compete with another to keep tax rates low.” I disagree
with that. You might want to keep tax rates low, or high, or mid-
dling. That is a decision. It is a political decision. It is an ideolog-
ical decision. But it is a decision for the States and for the State
electorates.

The Federal Government should be neutral on State tax policy,
and the Federal Government should simply protect the State sov-
ereignty and the ability of the States to decide for themselves what
their sales tax and use tax policies ought to be. We ought to protect
their ability, and they should decide whether tax rates are low or
high and let local electorates vote for or against State candidates
on that basis or any other basis they want to.

Now, I want to make one other observation and then go to ques-
tions, and that is on a couple of the proposals here for origin
sourcing—in effect, that the tax rate would be decided by the State
law, the State where it sold from—people have said that would re-
lease our rates to the bottom, and I think it would, and we have
an example of that. In 1978, the Supreme Court decided that regu-
lations of credit cards would be based on the law of the State from
which issued, not of the State to which issued. So if in New York
can get a credit card from a bank based in South Dakota, South
Dakota’s law governs.
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What happens? Every bank moved its credit card division to
South Dakota or Delaware where essentially they have no regula-
tions so that every other State was forced to eliminate their usury
laws. We used to have laws that said you could not charge more
than X percent interest. They have all been eliminated. All the reg-
ulations have been eliminated in just about every State because
they are totally unenforceable.

I was in the State legislature in the 80’s when we heard this
threat in New York: if you do not repeal these laws, we will move
our jobs to South Dakota. We repealed the laws, and they moved
anyway, and, therefore, I oppose this kind of proceeding.

Let me ask a question of Mr. Kranz. How would you reply to the
various criticisms that we have heard today of the Marketplace
Fairness Act, that it would lead to problems of enforcement, to au-
dits of people out-of-State? And secondly, should the SSUTA, which
is a basis of the Marketplace Fairness Act, apply only to interstate
sales, not to intrastate sales, and with that eliminate the reticence
of some States to join up?

Mr. KrRaNZ. So, on the enforcement side, the way that SSUTA
and earlier versions of the Marketplace Fairness Act were put to-
gether, there was an intention and an effort by the States and the
businesses involved to shift the compliance burden from remote
sellers to software companies. Make the software companies re-
sponsible for tax calculation and compliance. Shift that burden. It
still exists in the SSUTA and in versions of the Marketplace Fair-
ness Act.

On interstate versus intrastate, when the SSUTA originally
started, the goal was to simplify the sales tax system so that it ap-
plied to Main Street sellers and remote sellers. Give them all the
simple set of rules. Earlier versions of legislation in Congress re-
quired the States to simplify their sales tax for all sellers, Main
Street and remote. More recent versions are limited to just remote
sellers, giving them and only them the benefit of the simplification.

Whether Congress decides that the simplifications should apply
to everyone or not is a question for this body. The earlier versions
of the effort tried to get there, and the more recent versions do not
go there. They simply apply the simplifications to remote sellers.

Mr. NADLER. I see that my time has expired. I yield back. Thank
you.

Mr. GOODLATTE. The Chair thanks the gentleman and recognizes
the gentleman from Texas, Mr. Smith, for 5 minutes.

Mr. SMITH OF TEXAS. Thank you, Mr. Chairman. It is nice to see
two long-time friends here, former Congressman Chris Cox and
Will Moschella, whom I know you pointed out used to be a staff
member of the Judiciary Committee.

I have kind of distilled all my questions down to one that I would
like to address to Mr. Moschella, Mr. Sutton, Mr. Moylan, and per-
haps Mr. Kranz as well. And it is this, that you all have somewhat
different solutions, different proposals. But I would like to know
whether you consider your proposal to be an increase in taxes or
not. If so, how do you justify it, and if not, why not? And, Will,
could we start with you?

Mr. MoscHELLA. Thank you, Mr. Smith. No, our proposal is not
an increase in taxes. Our proposal defers to the sovereign State de-
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cisions with regard to taxing authority. It merely would say that
it would be a violation of Federal law just like the Webb-Kenyon
Act. It would be a violation of Federal law for a remote or direct
shipper to send into that State goods in violation of the State’s tax
laws. And then it would be enforceable by injunction.

Mr. SMITH OF TEXAS. Okay. Thank you. Mr. Sutton?

Mr. SurtoN. Thank you. No, it definitely would not be an in-
crease in tax. My system does not does not collect any tax. All it
does is report private information completely sanitized from the
vendor level into a database so the State and the purchasers have
it. The States enforce their own existing use laws. That is it. They
are use laws that have been in place for decades. Thank you.

Mr. SMITH OF TEXAS. Okay. Thank you, Mr. Sutton. Mr. Moylan,
you feel differently about your proposal.

Mr. MoYLAN. Well, I would say the answer is no, and nor should
it be, that the intention of an origin sourcing system is, and this
goes back to something that Mr. Nadler pointed out, that I think
we often look at this in sort of a binary fashion. We think of brick
and mortar and online as being two totally separate things when
in reality the vast majority of businesses are what we would call
brick and click, that they have physical presence in some place and
they sell online as well.

And so, what origin sourcing is about is about ensuring that they
collect on the same standard for all of those sales. And to the ex-
tent that there is any revenue that is associated with that, you
know, my intention would be to use that to reduce tax rates in
States to make sure that there are not any net burdens on con-
sumers. And I think that when you compare that to the alter-
natives, like the Marketplace Fairness Act or some of the others
that you are hearing today, that the result would be much better
for taxpayers.

Mr. SMITH OF TEXAS. Do you consider the Marketplace Fairness
Act to be an increase in taxes?

Mr. MoYLAN. I think that the Marketplace Fairness Act, as many
of my fellow panelists will point out, is about collecting taxes that
are theoretically owed. I think in reality what any of these would
do is, you know, is to put tax collection on the front burner. And
when you do that, it often seems like a tax increase to people.

Now, what I would intend to do, as I pointed out, is to ensure
that are not any increases in net burdens on people. I think that
there are many States that have pointed out ways in which they
would do that. Scott Walker in Wisconsin is one example of some-
body who said that any changes in Federal law relating to internet
sales taxes would be utilized to reduce tax rates, and I think that
that is the right approach.

Mr. SMITH OF TEXAS. Okay. Thank you, Mr. Moylan. Mr. Kranz?

Mr. KraNZ. What we are talking about here is the tax gap for
use tax collection, and one of the proposals would try to capture
data and force consumers to pay their use tax. I used to give
speeches about tax, and I would ask for a show of hands how many
of you file your use tax reports annually. I stopped doing that be-
cause it was only me and one other person in the audience. It is
a tax gap that is not being collected today.
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On the question of is there more money, sure. If you create an
enforcement vehicle, it will collect more money. What is going to
happen with that money? Ten States have already introduced and
are considering legislation—some have passed it—that would say if
we get this money, we will reduce our income tax rates. We will
reduce our sales tax rates. We want the money not because we
want more money. We want it to have a balanced system.

Mr. SmiTH OF TEXAS. Okay. Thank you, Mr. Kranz. Let me go
back to Mr. Moschella and Mr. Sutton and ask you about the Mar-
ketplace Fairness Act. Do you consider that to be an actual in-
crease in tax or, as Mr. Moylan suggested, just the perception of
an increase?

Mr. MoOsSCHELLA. We do not, and our client, Simon Properties,
fully supports the Marketplace Fairness Act.

Mr. SMITH OF TEXAS. Okay. Mr. Sutton?

Mr. SUuTTON. I give extreme credit to everybody that has worked
on the Marketplace Fairness Act. It has been an extremely well-
drafted form of legislation to try to address this problem. There are
definitely quirks that happen in sales tax everywhere, and there
are quirks under the Marketplace Fairness Act that would increase
tax, yes.

Mr. SmiTH OF TExAS. Okay. Thank you. Thank you, Mr. Chair-
man.

Mr. GOODLATTE. Thank you, and the Chair recognizes the gen-
tleman from Virginia, Mr. Scott, for 5 minutes.

Mr. ScotrT. Thank you, Mr. Chairman. I was in the State legisla-
ture, too, in the mid-80’s, and a local credit card company told us
of the advantages of going to South Dakota. We had to change our
laws, too. They did not move.

I have a question on this. In your choice of laws, would you get
to choose based on where you are incorporated, where your ware-
house is, or where your corporate headquarters is, or where you
ship it from? Where would you choose, or do you just get to pick
the lowest tax State? Mr. Cox?

Mr. Cox. Thank you. I think you have heard from several panel-
ists that it is very important for the Federal legislation to be clear
on this. I think that you have every opportunity in writing a Fed-
eral law that blesses a voluntary compact to do that. If you left it
open to gaming, I think you would get rather obvious consequences.

I think you could do the same thing with respect to nexus and
ought to for reasons that are laid out in bloody technicolor in Mr.
Kranz’s testimony. If we do not have a very, very firm preemption
in whatever law we write here, and we let States continue with
their aggressive push on nexus, then we will also get what we de-
serve.

So we recommend in the home rule and revenue return proposal
that we use the BATSA definition for nexus because it will answer
all of those problems.

Mr. ScorT. Okay. Well, one of the complications of this is the
ability to calculate and pay the tax. I have been told that there is
software that can calculate for you very easily what the tax is and
a service that if you pay them one check, that they will distribute
it to everywhere it goes, and that the service is free. Is that accu-
rate or not?
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Mr. Cox. Well, I think I am stealing a line here, but it is free
like a puppy. You get the free tax software, but then you have to
pay to integrate with your other systems. And e-commerce busi-
nesses or brick and click businesses have multiple systems, not just
one front end because they have got product returns, they have got,
you know, out-of-State, in-State, other kinds of inventory systems.
And each one, each separate module, has to have this software in-
tegrated into it.

Mr. Scort. Well, they have to do that for shipping.

Mr. Cox. Yes. So what I am saying is that these are presently
existing software modules. Now when you give me free software, I
have to integrate it with my proprietary system, and that costs
hundreds of thousands of dollars on average for a medium-sized
business. One other thing is that

Mr. ScotT. Well, let me because I am running out of time.

Mr. CoX. Sure.

Mr. ScotT. A lot of companies have a presence in a lot of dif-
ferent States, some in all 50 States. So presumably they are col-
lecting the tax now. Do they have audit and regulatory complica-
tions?

Mr. Cox. Well, the larger a business is, obviously the larger its
sales tax compliance burden. And a State that is in all 50 States
it seems to me is relatively better situated in contending with these
problems. No question about that.

Mr. CROSBY. Mr. Scott?

Mr. ScortT. Yes?

Mr. CrosBY. Under the Streamline Sales Agreement, part of that
is to certify and provide to sellers software that will calculate, col-
lect, and remit tax freely to the vendor for all the States that are
in the Streamline Agreement. More than 2,000——

Mr. ScorrT. Is that in existence now?

Mr. CrOSBY. It is in existence now, and more than 2,000 sellers
have volunteered to do that. So if the burdens were that great, they
would have never volunteered to collect tax in States where they
were not required to.

Mr. ScorT. Now does that software calculate things like exemp-
tions, food tax exemptions, and all that?

Mr. CROSBY. Absolutely.

Mr. ScOTT. And like I said, it was free. What are the costs in-
volved in getting the software?

Mr. CrOSBY. And under the Streamline Sales Tax Agreement,
the States actually pay the vendors of the software to provide the
software to the sellers. There may be some integration costs, but
in most cases, most online vendors use commercially-available front
end shopping carts. And all of the software solutions that are out
there today integrate with, you know, the top 100 or 200 of the
most common systems.

For some larger retailers, they may have legacy or proprietary
systems, and integration costs might be higher for those. But cer-
tainly this Committee and the Congress has wide latitude to offset
or mitigate those costs were it to move forward.

Mr. Scort. Mr. Kranz, can you say a word about what implica-
tion all of this has on foreign sellers, whether or not they would
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be collecting the tax whether or not they have a presence in the
United States?

Mr. KRANZ. So in terms of foreign sellers, right now the States
have no ability to impose their sales tax on those companies unless
they are physically present. The Marketplace Fairness Act, the
Main Street Fairness Act, every version of Federal legislation that
has been introduced to deal with this issue would require remote
sellers located in a foreign country to collect State sales tax, just
like our domestic companies do, unless you go to an origin regime.
And then you are saying if you are located in France or in Russia,
you do not have to collect our State sales tax.

So setting aside the origin proposal, every Federal framework
that has ever been discussed on this issue would close a foreign
loophole that exists today.

Mr. Scort. Thank you, Mr. Chairman.

Mr. GOODLATTE. Thank you. The time of the gentleman has ex-
pired. The Chair recognizes the gentleman from Ohio, Mr. Chabot,
for 5 minutes.

Mr. CHABOT. Thank you, Mr. Chairman. First of all, just again
to make sure that I understand, all the witnesses here have a
version or have their own plan for their taxation of the internet
proposals here. I do not think anybody is actually opposed to taxing
the internet. Is that correct? Does anybody have the position here
that we should not tax the internet at all?

Mr. CrosBY. Mr. Chabot, I might just clarify that. We are not
suggesting taxation——

Mr. CHABOT. I am not talking access or anything like that. I am
talking about sales only, sales tax. Does anybody have a position
we should not tax sales on the internet? Okay.

Mr. SUTTON. Just about everybody at the table, if I may speak,
feels that——

Mr. CHABOT. Okay. I just wanted to make that point, because we
do not really have anybody here who has the position that we
should not have internet sales taxes period. That is not the position
of anybody here. I just wanted to clarify that.

Now, you hear the number of probably 99 percent of the internet
sales taxes that are supposed to be taxed and be collected are not
taxed. Does anybody refute that that is not even close, or anybody
want to comment on that figure? In other words, people are sup-
posed to pay this internet tax, they just do not. Something like 99
percent do not pay it. Does anybody say that is not accurate or not
true, or we are way off there?

Mr. Cox. I think that is preposterous. It is not even close to true.
Seventeen of the top 20 e-retailers already collect sales taxes in 38
States, and the largest e-retailer is very soon to be collecting for
two-thirds of the American population.

Mr. CHABOT. So you are saying that a lot more internet tax is
collected than what people generally say.

Mr. Cox. Yes, for the simple reason that you have a physical
nexus rule, and the larger these internet sellers become, the more
places they are. By the way, that goes to the race to the bottom
question. You know, why in the world would newegg.com be in
New Jersey and in California with all those people so that they
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have a nexus automatically and have to collect those high in-State
taxes, in those very high-tax States?

Mr. CHABOT. Mr. Crosby and Mr. Kranz, I think you want to tes-
tify. If you could make it quick because I have a couple of ques-
tions.

Mr. CrOSBY. Sure, Mr. Chabot. To the extent that sales tax is
not collected at the time of transaction, then you are correct. It is
not collected from the consumer in almost every case. So unless the
retailer is collecting the tax on the transaction, whether it occurs
over the internet, catalog, or otherwise, then the use tax is unlikely
to be collected unless it is a business that is involved.

Mr. CHABOT. Okay. Mr. Kranz?

Mr. KraNZ. That was my same point.

Mr. CHABOT. Okay. Thank you very much. I appreciate it. Now,
the idea that I think a couple of you mentioned, the idea that the
States, they would collect or it would be collected, but then they
would just lower taxes in an equal amount or an equivalent
amount. I find it very hard to believe that that would actually hap-
pen with the States espousing, you know, their concerns about hav-
ing all kinds of things they have to pay for. And to me, this looks
like another revenue source that is not being collected for the most
part now. And I find it just not credible that States are going to
lower taxes by the amount they collect here. Does somebody want
to gefute that, Mr. Moylan, because I think you were the one that
said it.

Mr. MoyLaN. Well, I think I would to respond to it, that it
sounds as though what you might prefer then is current law, and
what current law says is if you have a physical presence in a State,
you must collect its sales tax. If you do not, you do not. And, you
know, personally, I do not have tremendously large problems with
current law. I recognize that there are issues with it, that none of
these solutions are without their potential pitfalls, and current law
is no different. But I agree with you that the impulse of some
States might be to try to use this as a new revenue source.

The challenge is, what is the Federal nexus with that? To what
extent can the Federal Government, can Congress dictate to States
what they do with their rates, and that is a very limited extent.
Congress can tell them that they cannot do things that are a bur-
den to interstate commerce, and that is what we are talking about
here is trying to establish the rules on which States must operate,
and then they can determine rates for themselves. But I will be
ﬁigll}lt there fighting with you to make sure that they are lower than

igher.

Mr. CHABOT. Thank you. I have a constituent, Allen Finer, who
owns and operates a small jewelry store business. He works out of
a store, and he also sells online. He sells approximately 600 items
a month. According to Mr. Finer, the Marketplace Fairness Act—
and again, he is talking about that, not necessarily your plans
here—would force him to hire an accountant to keep up with the
ever-changing nature of each State’s multiple tax jurisdictions, and
he says he cannot afford that time. And he says I am a small busi-
nessman. How am I supposed to handle paperwork for 9,600 dif-
ferent tax jurisdictions in the country? Who will pay the postage
for all the forms? The extra tax I would have to collect for this leg-
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islation is unfair. He has six employees. He would have to let one
go to hire an accountant.

Would somebody address the concern? Mr. Crosby?

Mr. CrosBY. Mr. Chabot, yes. I understand the trepidation for
him because it is not something he is dealing with today. But this
Committee has great authority to craft a bill that would ameliorate
those concerns or eliminate them entirely. As a jewelry store
owner, jewelry is taxable in almost every State, I think probably
every State that opposed the sales tax. So there is very little ques-
tion as to whether the items that he is selling are taxable. So there
is no taxability determination. It is very easy. It is taxable at the
rate that applies.

The software that is available today, to the extent that he is sell-
ing on the internet, would be able to be integrated with a shopping
cart system, would calculate the tax, would remit it to the States,
could file all tax returns. And you have the ability to provide im-
munity for audit if he is using certified software. That is one of the
things I mentioned in my written testimony.

So I think that we should not be necessarily weighed down by
what is or is not in the Senate bill. You have great ability to im-
prove that Senate product and make it work for retailers like the
one you have in your district.

Mr. CHABOT. Thank you. My time is up——

Mr. Cox. If I may, Mr. Chairman? Mr. Chabot, if I might
just——

Mr. CHABOT. Yes, go ahead. My time has expired.

Mr. Cox. I think what the jewelry store is telling you, the 600
items a month jeweler, is that it is not the tax that he is worried
about as a merchant. It is the compliance burden, which we should
also think of as a tax, and it is a much bigger problem. That is
what is at issue here, and I think you tee’d that up with your first
question. It is not really about the competitive differential of col-
lecting the tax. There is much less objection to that than there is
to taking on this compliance burden.

And with respect to how the software is going to make all of this
so simple, it is easy unless it is not. I was just speaking with a
merchant in Philadelphia who sells American flags. And this is like
the Florida stories you were telling. This is just intrastate. This is
not even, you know, having to deal with the whole country.

So they came after him for back taxes for sales taxes because he
thought there was an exemption for American flags. They said, how
many stars on this flag? And he said 48. How many stars are on
this flag? And he said 13. They said, well, you know that the ex-
emption is only for 50-State flags. And he said, no, how am I sup-
posed to know this? And they said, well, you know, it is your re-
sponsibility as the taxpayer. He said, is it in the published regs?
No. Well, where is it? It is in decisional law. Well, can I look that
up? Well, no, but you can subscribe to a service and then you would
know. And he said, well, thank you. Now I know and I will do it
right next time, and they said, oh, no, no, no, you owe all of these
back taxes, and it almost bankrupted his business.

Now, if the software vendor does not have that in its list, and
I am sure they do not, then they are going to say, well, it is not
our fault, and then you get the right to litigate, and how expensive
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is that? So those are the burdens we are talking about, and those
are the burdens that we have to worry about.

Mr. MOSCHELLA. Mr. Chairman, can I——

Mr. GOODLATTE. The time of the gentleman has expired. We will
allow Mr. Moschella——

Mr. MOSCHELLA. Just 15 seconds.

Mr. GOODLATTE. Very brief.

Mr. MOSCHELLA. These same arguments were made when Con-
gress considered the 21st Amendment Enforcement Act in 2000.
And you know what? The vendors and others who are concerned
changed and adapted and are complying and remitting State sales
taxes all over the United States.

Mr. GOODLATTE. The gentlewoman from California, Ms. Lofgren,
is recognized for 5 minutes.

Ms. LOFGREN. Thank you, Mr. Chairman, and thanks for having
this hearing. I think as we listen to this, it becomes clear that this
is not a simple issue. And if it were, it would have been solved a
long time ago. Looking at the audience here today, I see Randy
Fries, and I mentioned him because one of my favorite stores in the
entire world is Fries. I was there over the weekend.

And, you know, that is an example of why this is important to
brick and mortar stores because we want to make sure that there
is an even playing field so that stores like that can flourish. I am
actually of the belief that in order to have a tech economy, you
have to have Fries in your county.

On the other hand, I have recently talked to a woman who is a
former tech worker, engineer, who retired. And before the Afford-
able Care Act, her 20-something son got cancer, and she ended up
spending every penny she had, everything she had saved. She sold
her house to get medical care to save her son’s life, and she actu-
ally succeeded in that. But she ended up being, you know, in her
late 60’s with not a dime to her name. And she ended up starting
a little small business. It is an e-business. And she is, you know,
very concerned that, you know, with the kind of small margin she
has and just barely supports herself that she would have some-
thing complicated that she could not survive in her e-business. And
that is important, too.

So, you know, as I am thinking about this, I had just thought
all along that if we did something, that we should have a huge, you
know, robust exemption for small businesses to take care of ladies
like that woman who saved her son. But there has now been this
discussion of having something that is so simple that you would
not even need a small business exemption.

But it turns out that is not so simple either, I think. You know,
as I am thinking about having one rate per State, you know, I was
in county government, as was the gentleman from Ohio. And one
of the things that we did in Santa Clara, or actually our voters did,
was to repeatedly increase their own sales tax by a vote of the peo-
ple for various projects—for public health, for the county hospital,
to improve rail transit, to build highways.

How would you deal with voter approved sales tax in cities or
counties if you had one rate per State on these sales taxes? How
would that work? Does anybody have some guidance on that?
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Mr. KraNZ. Well, I think it creates a practical legal process prob-
lem for States to participate. A one rate proposal was discussed
long, long ago, and rejected not only because of that practical legal
process problem, but as Mr. Crosby testified earlier, a one rate pro-
posal forces a tax increase in at least half of the jurisdictions. You
have got to get to a common denominator.

So unless you want to force a tax increase, a one rate proposal
is dead on arrival before you even get to the legal process questions
about how to implement it at the local government level when
those decisions about tax rates are made either by votes of people,
or city councils, or county boards, or other process problems that
would be faced. So it was considered and rejected very early on in
the last 15-year discussion.

Ms. LOFGREN. But it is being discussed again today. And, you
know, I really want to do something that works. I understand that
the growth of online retail is far exceeding the growth of brick and
mortar retail. That is important to me, and I think it is important
to the commercial sector of the United States.

On the other hand, I really am very skeptical that it is possible
to control choosing jurisdictions to avoid tax. I mean, if you are an
e-retailer, you have a lot of options to locate and to avoid retail tax.
Would that not essentially create incentives for businesses to move
to sales tax jurisdictions, and would that not actually further im-
pede the growth or the prosperity of brick and mortar businesses?
Mr. Kranz, do you have a comment on that?

Mr. KraNz. Well, I think an origin system would cause a com-
plete upheaval in the retail community because it is so easily ma-
nipulated. I am not an economist, and I cannot predict exactly
what that upheaval would look like. An origin system taxes produc-
tion and says we want to tax you if you are producing and selling
from here. Well, who wants to locate their business there?

Ms. LOFGREN. Right.

Mr. KrANZ. They are going to move. Our sales tax system in this
country has always been a tax on consumption and the pro-
posals——

Ms. LOFGREN. If I may, and I know my time is up, but this is
complicated. Recently somebody said in addition to the voter ap-
proved sales tax, I mean, you have got, like, Monday is a holiday
for school clothes in county X. I mean, to say that we are going to
be able to accommodate all of that stuff by software, I am sorry,
I am pretty skeptical. And it is not just the software, it is the audit
exceptions that need to be accommodated especially for small re-
tailers.

I see my time is up, Mr. Chairman. I yield back.

Mr. GOODLATTE. The Chair thanks the gentlewoman, and recog-
nizes the gentleman from Alabama, Mr. Bachus, for 5 minutes.

Mr. BACHUS. How many of you all agree with the term or the
statement that “the best government is a government closest to the
people?” Could we just have a show of hands?

[Hands raised.]

Mr. BacHus. All right. So that is unanimous. I agree with you
that the best government is a government closest to the people.
When I look at services that I absolutely have to have, other than
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national defense, it is schools, it is police protection, fire protection,
sanitation, water, roads. And that is State and local government.

Since I have been a Member of Congress, I have State and local
governments come to me and say we need a new fire truck. We
need some help paying our police officers. We cannot afford to bring
water to this community. And, you know, I have thought, you
know, there is something wrong with this.

Why have we made them dependent on the Federal Government?
Why do they have to come 700 miles to get funding? And I will tell
you what it is. The same thing. I was a State senator, and I was
on the State school board, and I ran for Congress for one reason.
Two-thirds of the money when Harry Truman was President stayed
in the local communities and the States. Less than a third came
to Washington. Today two-thirds of the money comes up here, so
everybody has to come up with their hand out, and that is demean-
ing. And I said we ought to reverse that. Ronald Reagan cam-
paigned on that. Barry Goldwater campaigned. Let us put these
things back in the States. Both recognized we have to allow them
to collect the taxes there.

Now, Mr. Malone?

Mr. MoOYLAN. Moylan.

Mr. BACHUS. Moylan. You have actually almost, to me, proposed
a system that is totally backwards. First of all, you said they were
theoretical taxes. Is that what your testimony was?

Mr. MoOYLAN. The testimony is that it theoretically falls on the
individual, but that the administrative burden, the legal burdens,
falls on the business.

Mr. BAcHUS. Well, if I buy a new car over the internet and I do
not pay sales tax, and the State of Alabama comes to me and says
you did not pay the tax, could I say that was theoretical?

Mr. MoYLAN. Well, no. That would actually be enforced when you
register and title the vehicle. That is one area where business tax
works quite well.

Mr. BacHUS. But could I hide behind that? If I did not pay taxes
on something I bought out-of-State, could I assert that in court that
it really was not legally owed?

Mr. MoOYLAN. No, and actually you make a very good point that
use tax really is an individual tax. Use taxes are due from the indi-
Viduéll, and that is the problem is that they are not adminis-
tered——

Mr. BACHUS. A sales tax is not on the seller. It is on the buyer.

Mr. SutTON. That is not correct in most States. Sales tax is an
excise tax. It is imposed in most States on the right to exercise
your right to sell property.

Mr. BAcHUS. Well, what I am saying, if I buy something on the
internet, do I not pay the tax?

Mr. CrosBY. In all of those States it is also mandated to be
passed through to the consumer. So certainly the business collects,
but, you know, my employer collects——

Mr. BACHUS. They are a conduit.

Mr. CROSBY [continuing]. Social security tax, my personal income
tax, my Federal income tax. My mortgage company collects my
property tax.

Mr. BAcHUS. Sure.
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Mr. CrROSBY. I am paying those taxes.

Mr. BACHUS. Sure. I mean, this idea that the seller is paying is
just—I mean, I am responsible for them.

Mr. MOYLAN. It is a question of who the legal burden to comply
with that obligation falls on.

Mr. BAcHUS. Well, okay, let me ask you——

Mr. MoYLAN. And all of the ones that Joe just pointed out, the
burden falls on the individual.

Mr. BAcHUS. Let me say this. Everybody here has got a different
plan. You have got a plan, you know. Mr. Moschella, you have got
a plan. But why would we as the Federal Government try to make
that decision for every city and every county and every State? Is
that not kind of arrogant?

Mr. SUTTON. That is the beauty of the consumer private report-
ing system. We let them make those decisions. We give them the
information, and then we let them do with it what they will.

Mr. BAcHUS. Well, Mr. Moylan, he is actually proposing some-
thing that would prevent them from collecting their own taxes. I
mean, that is pretty radical. I have never

Mr. MOYLAN. If I may speak for myself.

Mr. BacHUS. Has the Congress of the United States ever passed
a law prohibiting a local government from charging a sales tax?

Mr. MoYyLAN. What I am proposing

Mr. BAcHUS. No, I am just asking have they ever done that. Do
you know of one case?

Mr. MOYLAN. The point of your question, it seems to me, is to
get at——

Mr. BacHUS. No, no, the point—I am just saying, I mean, is that
not a pretty radical idea for me as a congressman to pass your ori-
gin sourcing and tell every city, and every county, and every State
that they could not collect a sales tax?

Mr. MoYLAN. It is only as revolutionary as what already exists
for the vast majority of sales today.

Mr. BAcHUS. Well, I am saying we have never done it before. Has
any State or any other country, to your knowledge, ever, ever pro-
posed this on a cross-border sale?

Mr. MOYLAN. Has any place used origin sourcing? Certainly.

Mr. BACHUS. In cross-border. Texas you said, but they do not do
it on interstate

Mr. MOYLAN. There is one example that I utilized in my written
testimony, that the European Union utilizes origin sourcing for
business to consumer sales.

1\/{11“. BacHUs. Okay. So you want to go to that. You want to go
to that.

Mr. MoyLAN. Well, they did it for administrative simplicity.

Mr. BAcHUS. No, that is all right.

Mr. MoOYLAN. But I wanted to respond to

Mr. BAcHUS. We do not do that in the United States.

Mr. MoYLAN. I wanted to respond to one point that you were get-
ting at earlier, and it sounded like you were expressing concern
about the erosion of the sales tax base. And I do not think that it
is wrong to have concerns about the erosion of the sales tax base.
What I would say is that——

Mr. BAcHUS. Well, actually what I am concerned about——
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Mr. GOODLATTE. The time of the gentleman has expired. We will
allow the gentleman to answer the question. The time of the gen-
tleman has expired.

Mr. BAacHUS. And could I tell him—well, actually we have gone
over 10 minutes on:

Mr. GOODLATTE. No, we have not gone over anywhere close to 10
minutes. We have been watching very closely.

Mr. BACHUS. Oh, okay. Well, I will let him answer.

Mr. GOODLATTE. The gentleman is over a minute now. But I
would want him to answer the question.

Mr. BAcHUS. But that is not my concern. My concern is that if
I buy something in Washington, I do not want to pay Washington
State. I want to pay, you know, Homewood where I live.

Mr. MoyLAN. Well, then it sounds like——

Mr. BacHUS. Because that is where my kids go to school. That
is who——

Mr. GOODLATTE. The time of the gentleman has expired. The
Chair recognizes the gentleman from Georgia, Mr. Johnson, for 5
minutes.

Mr. JOHNSON. Thank you. Thank you, Mr. Chairman. I would
ask unanimous consent to place into the record the following mate-
rials in support of collecting online sales taxes. One is a letter from
the Streamline Sales Tax Governing Board* explaining the key
components of the Streamline Sales and Use Tax Agreement. Also
resolutions from the cities of Cave Spring, Rome, Thomson, and Vi-
enna, Georgia describing the positive impact of remote sales tax
collection on local economies in Georgia. And last, but not least, a
letter from the Liberty County Chamber of Commerce noting that
the Marketplace Fairness Act would strengthen the economy and
allow greater transparency with the tax code. I would ask that
these be considered and put into the record.

Mr. GOODLATTE. Without objection, they will be made a part of
the record.

[The information referred to follows:]

*Material previously submitted, see page 9.
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Mr. JOHNSON. And, Mr. Chairman, I thank you for holding this
hearing today. Uncollected tax sales are costing us billions of dol-
lars at a time when States’ budgets are slimmer than ever. Accord-
ing to a study from the University of Tennessee, States sustained
over $52 billion in losses from uncollected taxes on e-commerce
sales between 2007 and 2012.

In 2012 alone, the most difficult budget on record for many
States, roughly $23 billion in State sales taxes were uncollected. I
imagine that is really tough on those States that have no income
tax and rely largely on sales taxes for their revenues. And accord-
ing to conservative economic theorist, Arthur Laffer, closing the on-
line sales tax loophole in my State of Georgia would generate over
$50,000 new jobs and over $15 billion in additional GDP by 2022.

Passing common sense legislation like the Marketplace Fairness
Act would result in lower taxes as it in has in Georgia. What is
more, States across the country could expand social programs to
help our hungry, sick, and poor while also having much needed
revenue to build countless schools, roads, bridges, and other
infrastructural projects that put Americans back to work.

Mr. Chairman, we need a solution to this tax loophole that needs
to be closed. An even-handed approach like the Marketplace Fair-
ness Act would protect consumers’ privacy, avoid headaches and
consumer surprise, and ensure compliance costs are minimal. Un-
like some alternatives that this Committee will contemplate in to-
day’s hearing, internet sales tax legislation would make sales and
use taxes more efficient and avoid program administration prob-
lems. But I am open to new proposals that tackle this issue in an
even-handed way because it is time that we solve this crisis.

The Committee has held numerous hearings on the issue. We un-
derstand the problem, and we know that we need to fix it. The Sen-
ate has already reported legislation that is overwhelmingly bipar-
tisan, and it is time for this Committee to follow suit. As the Rank-
ing Member of the Subcommittee, I look forward to working to-
gether with you to get this done.

Now, I would say that State governments rely on sales and use
taxes for nearly 31 percent of their total revenue. And most of this
revenue is collected by retailers at the point of sale in the form of
a sales tax based on the retailer’s presence in the State. For sales,
when the retailer is not present in the State, a use tax would be
owed by the consumer. But that places undue burdens on the con-
sumer to pay the tax, and at this point, only 1 percent of those
taxes are collected.

And so, this Marketplace Fairness Act would make it simple for
consumers to be able to contribute to the economies of their States
and their local governments as well. And so, for the things that my
Chairman, Mr. Bachus, mentioned—police, fire, hospitals, roads,
education—those things, those are State expenditures that are
hurt. We cannot provide those services if the revenues are not
there. And if we let this play out to its logical extreme, brick and
mortar will go away, and all transactions will be done via internet.
And if we do not correct this right now, there will be no taxes col-
lected on transactions.

So with that, I will yield back, Mr. Chairman.



190

Mr. GOODLATTE. The Chair thanks the gentleman, and recog-
nizes the gentleman from Iowa, Mr. King, for 5 minutes.

Mr. KiING. Thank you, Mr. Chairman. I thank you and the wit-
nesses for this hearing we are having today. It looks to me like
there are several of you that have lived this for a long time, and
there is a lot of expertise at the table.

I am curious. First, I would turn to Mr. Crosby. In your testi-
mony you said there are 17 consecutive double digit quarters of e-
commerce increase. And so, can you tell me at this point then what
percentage of the taxable commerce goes to e-commerce?

Mr. CROSBY. According to the most recent census, the unadjusted
figures are that 7 percent of all retail commerce is now e-com-
merce.

Mr. KING. Seven percent.

Mr. CrosBy. Correct.

Mr. KING. And 10 years ago, what was that?

Mr. CROSBY. .7 percent.

Mr. KiING. Okay. And is there a projection on where that takes
us in 10 years?

Mr. CrosBY. It will continue to increase. I do not think——
[Laughter.]

Mr. KiNG. Okay. We can project out however we like at that per-
centage a year. That is a smaller number than I expected. I ex-
pected it would give me a little bit more heartburn than it actually
does. But can you tell us how many different sales tax districts
there are in the United States?

Mr. CrOSBY. Sure. There are about 9,600 sales taxing districts in
the United States. Many of those are local governments, county
governments, or different districts for special purposes, as Ms.
Lofgren talked about.

Mr. KING. And it was curious to me that some of her track of
thought was tracking the same path that I was following on that.
And so, when you look at all of these districts, I mean, how often
do you anticipate one would need to upgrade their software with
these 9,600 districts that could potentially be changing their tax
rates at any time?

Mr. CrOSBY. One of the components of most of the pieces of legis-
lation that have been introduced would restrict how frequently
State and local governments could change their tax rates or their
tax bases to a calendar quarter to make it easier for software com-
panies to keep up. They do so today.

MIl‘;? KiING. They could upgrade once a quarter under that pro-
posal’

Mr. CrosBY. Correct, and they do so today. They can keep up.
Certainly it would be easier if it were restricted to quarterly.

Mr. KING. I would like to mention to the Committee my view on
this. But first, before I forget to do so, I have a letter from Gov-
ernor Terry Brandstad that essentially says that he is in general
support of the Senate version of the bill, and he would take any
tax revenue that came to Iowa and convert that into tax deduc-
tions, similar to Governor Scott Walker. I would ask unanimous
consent to introduce this letter into the record.

Mr. GOODLATTE. Without objection, it will be made a part of the
record.
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[The information referred to follows:]
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Mr. KING. Thank you, Mr. Chairman. And then just to lay out
my position here is that I believe that it is just and it is equity to
collect sales tax for sales, whether they are brick and mortar, or
whether they are click, and whether they are foreign sale as well.
And I would like to see a balance and a level playing field, and I
would like to see equity in this text, but I have got to have the sim-
plicity that is there, too.

And the one thing that came to me that impressed me more than
anything else was the complexity that could be visited upon some-
one who was in internet sales and catalog sales that had multiple
sales in a higher percentage of these 9,600 taxing districts. I mean,
it looks to me like that complexity and the changing notion of that,
even though we have software, gets to be too high a burden on our
retailers.

I would go back to Mr. Kranz and say I did not quite understand
with full clarity your response to Ms. Lofgren. If the Federal Gov-
ernment engaged in this regulation only with regard to a single tax
rate for each State and let the States then figure out the distribu-
tion within their borders, was that part of the discussion that 15
years ago was rejected?

Mr. KraNz. It was, and, again, it was because of the fear that
it forces a tax rate increase for all the lower jurisdictions. So the
conclusion at the end of the debate of is one rate per State the
right answer was, no, in today’s modern economy there should be
an app for that. There should be software that can do it. And, in
fact, there

Mr. KING. But how does it force a tax rate on a State? I mean,
I was in the State legislature. All taxing jurisdiction that is inside
the State of Iowa is authorized by the Iowa General Assembly. And
so, they have that choice, but they grant the taxing authority to the
jurisdictions. So it really does not exist unless it is granted by the
State. Would you respond to that?

Mr. KrANZ. In some States, that is right. The local ability to im-
pose tax and determine tax rates is granted by the State legisla-
ture. In other States, in Colorado, for example, the locals have
what is called home rule authority. They have Colorado constitu-
tional rights to set their own rates. They do not need the legisla-
ture’s approval.

Mr. KING. My time is running out, and so I would like to say
this. I want to thank Mr. Moschella for giving me the Bowman
case. I think I can find another case that that is on point on. I will
catch up with you on that a little bit later.

But I wanted to let the Committee know that I am concerned
about how we get this right because one day I want to abolish the
entire Federal income tax code and replace it with a national con-
sumption tax. And if we get this right, it helps lay the foundation
for H.R. 25, the Fair Tax Act. And so, I am focused on this more
than I might otherwise, but it is very important to this country to
get this right. And I want to protect our brick and mortar people,
and I want to allow e-commerce to expand. I want to do it with
simplicity and not with over-burdened Federal regulations.

So thanks for all your efforts and your focus on this. It has been
an excellent panel. Mr. Chairman, I yield back.
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Mr. GOODLATTE. The Chair thanks the gentleman, and recog-
nizes the gentlewoman from California, Ms. Chu, for 5 minutes.

Ms. CHU. Thank you, Mr. Chair. Mr. Kranz, I have a question
for you, but I would like to make some comments first. Before I
came to Congress, I was on the California Board of Equalization,
which is our country’s only elected tax board, and administered the
sales and use tax. So I can personally speak to the dramatic decline
of sales tax revenue due to the increase in sales online which go
uncollected.

And in my State of California, it is estimated that over $1 billion
of use tax remains uncollected. The figure is expected to grow. I felt
that the current system for collecting use tax was one of the most
inefficient that I have ever seen. Very few people know that such
an obligation even exists. In fact, they are downright shocked when
you talk about it. And at the Board of Equalization, we had an
army of auditors hunting for use tax obligation. But with all our
efforts, we only collected 1 percent of the entire use tax owed.

And in addition, we see more businesses closing their doors on
Main Street. Radio Shack is closing 1,100 stores throughout the
country. We just cannot wait to pass legislation. And, in fact, I am
an original co-sponsor of the Marketplace Fairness Act.

And so, Mr. Kranz, we have heard five proposals today. Could
you please rate them from the least to the most viable and explain
why? [Laughter.]

Mr. KraNZ. That is your job. [Laughter.]

Well, I would say that my view of the two origin sourcing pro-
posals and the reporting regime, they should be non-starters be-
cause they really are not efforts to fix our country’s sales tax sys-
tem. They are efforts to go in an entirely different direction and
create a whole new burden and regime, and create all kinds of
problems as a result.

Mr. Moschella’s proposal is a novel proposal. It says, okay, if you
do not want to collect sales tax, we are putting a fence around each
State. There is a border that you cannot cross unless you collect
the tax. It is novel, but I do not think Congress should be in the
job of putting fences around the States.

The only real alternative is as Mr. Crosby suggested, a Federal
framework that provides simplification, uniformity, and technology,
and protects remote sellers from what is happening at the State
level, and the attacks that remote sellers are under.

It is your job to decide how much simplification, how much uni-
formity, and what kind of technology that bill would include. The
Marketplace Fairness Act in the Senate is a version. Earlier
versions of the bill had lots of different requirements, and a bill
could be fashioned that provided the right level of protection to re-
mote sellers while guaranteeing a level playing for brick and mor-
tars and a stable revenue source for the States.

Ms. CHU. And there was another proposal that you did not men-
tion, which had to do with the reporting. Why is that not as viable
of a way of collecting the use tax?

Mr. KraNzZ. Well, again, it is not a tax regime. It is an obligation
on sellers saying, well, you do not have to collect sales tax or use
tax, but you need to build in a whole new type of software that
does not exist today. There needs to be a federally created database
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and repository for all of this information about what consumers are
purchasing in each State. And then there needs to be a mechanism
to share that information with the States to allow them to go out
and audit consumers.

Now, do we really want to walk away from our sales tax system
and create this burdensome new regime to capture data, and store
it somewhere, and transmit it to the States, and allow them to
audit consumers instead of simply requiring remote sellers to col-
lect tax under a logical set of rules? I do not think that that is
what is in our economy’s best interest.

Ms. CHU. You talk in your testimony about the consequences of
inaction. You talk about increased litigation and increase on cer-
tainty for remote sellers and consumers. Could you expand on that?

Mr. KrANZ. The consequences of inaction, we saw this in the
1980’s with the National Bellas Hess Project. The States got tired
of waiting for Congress. They are getting tired again today. And
rather than focusing on simplification and streamline and uni-
formity, as the Chairman asked me at the very beginning, are they
walking away from simplification? Well, 17 States have said if Con-
gress is not going to reward us for simplification, we are going to
fix this on our own. That to me is the real threat to the economy
is State by State inconsistency and burdensome approaches tar-
geting very specifically e-commerce business models.

And when you have that kind of approach, it raises constitu-
tional questions. There will be litigation, and there is already liti-
gation popping up around the country as a result of that State self-
help. I do not think it is healthy for our economy as well.

Ms. CHU. Thank you, and I yield back.

Mr. GOODLATTE. The Chair thanks the gentlewoman, and recog-
nizes the gentleman from Utah, Mr. Chaffetz, for 5 minutes.

Mr. CHAFFETZ. Thank you. Thank you, Chairman, and thank you
for taking——

Mr. GOODLATTE. I apologize. I did not see that Mr. Franks had
arrived back, and so I am going to go to him first. Last week I
overlooked him all together. So today he goes first, and then we
will come back to you after we go to him. [Laughter.]

Mr. FRANKS. I will assure you——

Mr. GOODLATTE. I apologize to both of you.

Mr. FRANKS [continuing]. It is definitely a plot, and so——
[Laughter.]

No, I appreciate it so much, and sorry about that, Jason. The
people probably would have appreciated your questions more, so
you will probably be next.

But in any case, Mr. Chairman, I think all of us on this Com-
mittee recognize that the sales tax that should be collected by
internet providers or companies on the internet sometimes is not
done as consistently as it should be. And we recognize that there
is an inequity there, that some of the brick and mortar companies
do have an inequitable situation. We want to try to find the best
way to address that. The challenge, of course, is finding a way to
do it that does not create more inequity and more complexity than
it solves. And that is always the challenge.

And let me, if I could, start with Mr. Cox. You know, there are
a lot of smart guys around and a lot of nice guys around here, but
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it does not happen so often that they come in the same package.
In your case, Chris, it did, and we appreciate you being here.

And I know that others have already described this, but as you
know, some suggested that there is a software that can help busi-
nesses facilitate tax collection on remote purchases. Can you clarify
to the Committee if you think the improved technology fully allevi-
ates the collection burden, especially for these small businesses?

Mr. Cox. Well, it is an important question because one might
think there is an app for that and that we can then assume the
problem away. But, in fact, in addition to the integration costs,
which we discussed earlier, that are substantial even for businesses
of, you know, say $5 million, we are talking about tens of thou-
sands of dollars of integration costs that are not accounted for in
the “free software.”

But more important than that, because this analysis is really all
about burden, the liability for getting it wrong always is going to
rest with the taxpayer because if you write in the legislation that
for software errors the software company is responsible, well, what
will happen in real life? What will happen is that when a mistake
is made, the software vendor is going to say it was not my fault,
and then what do you do?

Then you get a right to litigate, and that is enormously expen-
sive. There is not time, there are not resources in the Federal sys-
tem usually to contend with the long wait to trial before a judge,
where you put facts to the law. And that is why over 90 percent
of cases in the Federal system settle. So you are not really giving
people what they need, which is the comfort that it is not their re-
sponsibility.

And as I mentioned earlier, sometimes these laws, not the rates,
but the laws about, you know, what is and what is not taxable are
exceptionally densely reticulated. They are very complicated. And
the software might or might not get it right. But as I say, if the
software does not satisfy the tax collector, then you will certainly
hear about it as the taxpayers.

Mr. FRANKS. Mr. Chairman, it is my opinion that if we do have
some kind of a mechanism, as you suggested, that States compete,
that it not only incents productivity and serves the buyer and the
seller the best, but that it de-complicates the situation. So I guess
my next question is for Mr. Crosby. How would the MFA need to
be amended or other remote seller legislation be written to make
the collection process so simple and expensive as to render a small
business exemption unnecessary, as suggested by Chairman Good-
latte in his principles? Is there a way to do that?

Mr. CroOsBY. Certainly, Mr. Franks. Thank you for the question.
Your home State of Arizona is a good example of a State that has
worked diligently over the past few years to simplify their own
sales taxes for sellers that are already collecting the tax. The Mar-
ketplace Fairness Act included a number of simplifications. In my
testimony I lay out several more that could be considered by this
Committee to make it simpler for remote sellers.

To your previous question about software, software certainly can-
not do everything, but it can do a lot, especially if it is combined
with a rational framework that this Committee and this Congress
could set, such as providing for audit protection for remote sellers;
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for those who are larger to provide a consolidated audit so they
would be only audited one time; a single point of collection or a sin-
gle point of remittance so that they only remit to one place; a single
point of registration. All the sorts of things that relatively easily
done and that are part of the Streamline Sales and Use Tax Agree-
ment right now could be extended to sellers across the country to
minimize the risk that Mr. Cox identified of litigation.

As Mr. Kranz has noted, without congressional action, that liti-
gation is likely to be much more diverse and much more burden-
some on businesses as States are increasingly looking to make sure
that the taxes that are legally owed are collected.

Mr. FRANKS. Well, thank you, Mr. Chairman. I guess I am pretty
much out of time here, but it just goes to show you that if you just
do it like Arizona does it, most of these problems would go away.
[Laughter.]

And I appreciate you all coming.

Mr. GOODLATTE. I am glad to hear that. And the Chair now rec-
ognizes the gentleman from Florida, Mr. Deutch, for 5 minutes.

Mr. DEUTCH. Thanks, Mr. Chairman. And, Mr. Chairman, I am
pleased the Committee is holding a hearing on the pressing matter
of remote sales taxes. As a former State senator, I dealt with the
issue extensively in Florida, and I understand how crucial the loss
of revenue for States and local governments. Twenty-three billion
dollars in State sales were uncollected in 2012. We can imagine the
impact that those dollars would have in meeting the needs of State
and local governments, an important point, I think, for all of us to
consider as we are having this important discussion about taxes
and about tax law.

First, before I go any further, I would like to request, Mr. Chair-
man, a letter from the International Council of Shopping Centers**
be submitted for the record. Mr. Chairman, if we could ask that
this be submitted for the record.

Mré1 GOODLATTE. Without objection, it will be made a part of the
record.

Mr. DEUTCH. I appreciate it. I think the letter highlights the im-
portance of returning parity between internet and brick and mortar
sales, the urgent need for action, and, most importantly, the desire
to find a workable solution, which is really what this hearing is
about, without getting bogged down in unnecessary partisanship.

And, Mr. Cox, I would just like to take a step back from, again,
what is an important discussion with tax law and focus on some
of the bigger issues for a minute. You said a minute ago that the
analysis is really all about the burden, and I completely agree. And
I guess I would ask you and I would ask the panelists, when we
think about the burden that we are imposing, should we not also
be thinking about the burden that we are imposing currently on
business owners in very corner of this country by allowing a system
to continue where independent retailers, retailers who play crucial
roles in our communities, find themselves at a disadvantage.

I will not ask any of the panelists to raise their hands and tell
me if they have ever gone onto their iPhone in a store to check
prices, or whether you have then taken the next step of purchasing

**Material previously submitted, see page 8.
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something online because it is less expensive and you can avoid
sales tax. I will not do that. But I would suggest it is happening
a lot.

And when we talk about the burdens that are imposed, the bur-
dens that are imposed are not just imposed on large retailers. And
by the way, they are not just imposed on mom and pops. The bur-
dens that are imposed are imposed on entire communities. And
when this situation is allowed to continue and stores close, when
those stores close, it is not just because the burden on the store
owner was too much. The burden then winds up being shared, a
concern of yours, Mr. Cox, in this other context. But it is a burden
that winds up being shared, and it is a burden that winds up being
shared not just by the owner, but by those employees who are out
of work.

And when that store, when that retailer closed because they
could no longer compete, it is a burden that is imposed on that
community. If that store is in a shopping center, we know that if
one store closes, others may close as well. And when large portions
of a shopping center go dark, that impacts the community. Fewer
people come. It makes it more unsafe. It means that more re-
sources at the local level have to be expended in keeping that area
safe.

When that burden is imposed on those stores that close, it is,
again, not just those stores, but if those stores are downtown, it
means fewer people are coming into town. It winds up changing the
way that people behave in those communities, and ultimately
winds up changing demographics. It can wind up changing demo-
graphics of the community, all because of decisions that are made
stemming from a tax system that treats different businesses dif-
ferently.

So I am concerned about protecting small sellers from an overly
burdensome tax regime. I am concerned about that. I am also con-
cerned about protecting small sellers from a tax regime that treats
them differently. And what I worry about is different tax policies,
one, and from some of what we have heard here today, one for tra-
ditional retailers that have no online presence, one from brick and
click retailers, another one for purely online retailers.

I do not, and I am confident saying that my colleagues here do
not believe the government should be in the business of picking
winners and losers. That is not something that we should do. And
do you not believe, and, Mr. Kranz, I guess I will ask you the ques-
tion. This current system that we have that places the sales tax
compliance burdens on consumers, I mean, ultimately the first
question is whether that is fair to consumers, asking consumers to
figure out the sales tax for their location and where to send it, to
calculate the amount, to send it into the appropriate authority. It
is not fair to consumers, is it?

And ultimately, if it is not fair to consumers and it is not fair
to the business owners, and we are looking at all of these possibili-
ties that may wind up favoring one business over another, should
we not actually move forward with legislation that does what the
Marketplace Fairness Act does, which is create a system that is
fair to consumers and fair for all business?



198

Mr. GOODLATTE. The time of the gentleman has expired. We will
allow the gentleman to answer the question.

Mr. KrRANZ. I think you are exactly right. And what the rules are
for that system, what the framework looks like, it is Congress’ job
to decide. You have the ability to say how much simplification, how
much uniformity, what kind of technology should be deployed. The
job should be easy enough that it can be done without unduly bur-
dening remote sellers in any commerce world. And it should not be
done by placing the burden on consumers.

I have a couple of tax lawyer friends who actually track all their
purchases and calculate their use tax liability. I do not. I file every
year, but I just put a round number on the return because I am
not going to take the time to do that. It is an unreasonable burden
to put on consumers.

Mr. GOODLATTE. The Chair recognizes the gentleman from Texas,
Mr. Poe, for 5 minutes.

Mr. PoE. Thank you, Mr. Chairman. Thank all of you all for
being here today. Appreciate the testimony. The way I look at this
situation being from Texas is the fact that Texas should be able to
tax people who do business in the State of Texas. So it is a States’
rights issue as far as I am concerned on this issue, and the Federal
Government is getting in the way of that.

We do not have a personal income tax in Texas or a business in-
come tax, and I think that is the primary reason why we are doing
real well, which is a different issue completely. But our source of
revenue to the State is primarily the sales tax concept and property
taxes. And I would like to just be clear on the issue as it is today.
The fact whether or not under current law a company is doing
business out of the State, selling a product in the State, consumer
buys product, is there a tax that is owed already under current
law, but just not collected?

Mr. SUTTON. Yes, Mr. Poe, that is correct.

Mr. POE. So I get an amen from all six of you on that one?

Voice. Yes, absolutely.

Mr. PoE. Okay. To those people who say that it is a new tax—
oh, this is a new tax—if we allow States to collect a tax that is al-
ready owed, it is not a new tax unless I am missing something. It
is a tax that the consumer, the buyer now is supposed to pay, but
because there is not enough red tape to make it work, it is not col-
lected by the State. I mean, I guess I am saying the same thing
I already said. Is that kind of the same——

Mr. MOYLAN. Mr. Poe, if I may respond.

Mr. POE. You can make it clearer.

Mr. MOYLAN. It is a new administrative burden, and Texas is an
interesting example. So the solution that I put forth, origin
sourcing, is something that is already employed in Texas for intra-
state sales today. And in terms of——

Mr. PoOE. But it is a tax authority owed.

Mr. MoOYLAN. Yes.

Mr. POE. I mean, there is a cost to set the thing up.

Mr. MOYLAN. And I think that the issue with the Marketplace
Fairness Act and proposals similar to it is that if you are sup-
porting that, what you are supporting is Ms. Chu’s friends from the
California Board of Equalization coming to your businesses in
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Texas and requiring collection and remittance of their sales tax.
And that is a very serious concern from my perspective. It is an
interstate commerce concern. It is a burden on those businesses.

And so, I do not think there is a question about whether or not
the taxes are collected. It is clear that the use tax system has
failed. The question is whether or not something like the Market-
place Fairness Act or the proposal that I forward or what have you
is a way to address that without violating those principles of
States’ rights being important, but ending at the State border. And
that is something that I suspect you probably agree with generally.
And I would put forth to you that the Marketplace Fairness Act
fails that test.

Mr. CrOSBY. Mr. Poe, if you would not mind if I respond. What
Mr. Moylan’s proposal would try to do is have Texas residents pay
tax to another State, and that is clearly taxation without represen-
tation. The money would go to the other State. The other State
would use it.

People who move to Texas, as you say, many of them move be-
cause there is no personal income tax. They know when they live
there, their sales tax funds government. If they make a choice to
purchase online under an origin sourcing system to avoid that tax,
that is not tax competition. That is tax arbitrage, and it is some-
thing that the Congress certainly should not endorse.

Mr. POE. Mr. Cox, did you want to say something on that?

Mr. Cox. Yes. It just occurred to me that Mr. Crosby probably
does not live in the District of Columbia.

Mr. CrOSBY. I live in the State of Maine.

Mr. Cox. Right. So when he buys lunch here and pays sales tax
to the District of Columbia, is that something that is

Mr. CrosBY. I think that is perfectly fair. I am here using the
services. I am physically present here. It is a destination basis.
Destination basis does not mean where I live. It means where I
purchase the good, where I take possession of the good, where I
consume the good.

Mr. Cox. So I am happy to hear that you are in support of the
District of Columbia collecting tax on you even though you live in
Maine and you are the customer.

Mr. POE. Just a second. Wait a minute. I am reclaiming my time.
[Laughter.]

This is not a debate format. I am in charge for another minute
and a half anyway, but I appreciate it. Mr. Cox, let me specifically
ask you really the same issue. Is your concern the way this prob-
lem is solved, or do you think that this is a new tax completely,
and we are just raising taxes on folks?

Mr. Cox. It is absolutely a question of how to solve this problem.
You know, the art of taxation is like plucking a goose. The object
is to get the most amount of feathers with the least amount of
squawking. And the squawking is related to——

Mr. POE. Would you say that one more time? [Laughter.]

Mr. Cox. The squawking is related in large measure to the bur-
den, the compliance burden, because, you know, if your object is to
collect the tax, if you could do it in an absolutely frictionless way,
that would be ideal. If you did not want any squawking, you would
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collect no taxes, but, of course, that is off the table because we are
trying to raise revenue. That is the object.

So the next best thing is minimize that compliance burden. And
the trouble with MFA and the trouble with any system that sets
46 different taxing jurisdictions against one business or 9,600 tax-
ing jurisdictions against one business or a business with locations
in 4 or 5 States, what have you, is that there is innately a compli-
ance burden.

And it has been very, very carefully laid out here this morning
with the State of Florida as an example, you know, just in one
State, complying with these laws is very, very difficult. And noth-
ing that Congress can do, no matter how you write the law, is
going to take away the ultimate liability that the business bears.
And it is particularly burdensome for a small business.

Mr. GOODLATTE. The time of the gentleman

Mr. CoX. One other thing about the compliance burden that I
want to say——

Mr. GOODLATTE. We are very short of time. I just want to——

Mr. PoE. I yield back.

Mr. GOODLATTE [continuing]. Remind all Members that we have
votes. We are now told they could occur as early as 1. And if that
occurs, some of our Members are going to get short-changed.

Mr. Cox. Mr. Chairman, I just wanted to add that nobody has
mentioned: catalogs. There is no app for that. The compliance for
catalogs is you manually do it, and that is really hard.

Mr. GOODLATTE. Got it. The Chair recognizes the gentlewoman
from Texas for 5 minutes.

Ms. JACKSON LEE. Mr. Chairman, thank you so very much. It is
good to see you, Congressman Cox. Thank you all for your testi-
mony. Just for the record, I was the Ranking Member on the
Homeland Security Committee, and so I was delayed. I thank the
Chairman very much and my Members.

In a hearing some while back, Representative John Otto of the
Texas State House of Representatives in a question that I asked re-
garding—the hearing was on a different topic—regarding the fair-
ness and exemptions for online small businesses, not for the bricks
and mortar. But the point that he made, I think, is relevant for
this particular hearing. And he made the point that out of the
State of Texas, that an estimated $600 to $800 per year in sales
and use taxes goes uncollected from out-of-State sales. With that
premise, I want to raise my questions.

I also want to put on the record that unfortunately many of our
State elected officials think that it is attractive to continue to re-
duce corporate property, personal income taxes. Certainly we are
sympathetic to those who pay it, but at the same time, the edu-
cation of our children goes lacking. The need for water reform and
for issues dealing with the environment, issues dealing with
healthcare, State healthcare in particular, the bricks and mortar
that they need to have goes lacking.

So this is not an attempt to punish any industry as much as it
is to recognize there is some relevance, very strong relevance, to
fairness. And certainly I want to put on the record that I believe
that the investment that is made in bricks in mortar in particular,
even though there are also small proprietorships that may be
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worked from their home. But the input that they have on the infra-
structure is crucial to be able to be responsive, too.

Now, we are looking at what kind of construct can we have. So
I want to ask Mr. Moylan, can you explain the—and this is in the
backdrop of the Senate-passed bill that is now looming large in
front of us. Can you explain the origin sourcing and its potential
effects on State revenue?

Mr. MOYLAN. Sure. Origin sourcing is, as I mentioned earlier, al-
ready in effect in your home State of Texas for intrastate remote
sales. So if somebody from Austin purchases something from Hous-
ton, the business in Houston would collect that tax and remit it to
the appropriate authority.

And so, what I am suggesting is that Federal Government take
the standard that already covers some, you know, 92 to 94 percent
of all commerce today—business to consumer, retail commerce—
and extend it to that last 6 to 8 percent, which exists online for
remote sales—online and catalog, as Mr. Cox pointed out. And so,
I think that that is a much simpler solution. It is certainly dra-
matically simpler in terms of collection for the business.

And what it is based in is the notion that the taxpayer for pur-
poses of sales tax is the business rather than the individual. Cer-
tainly it is a complicated issue that, you know, there is no sort of
obvious answer to any of these things. But in terms of who has the
legal burden of complying with that tax in terms of who would face
audit and enforcement action, it is the business. And in that case,
I think it is reasonable to have the business collector remit that tax
based on where they are selling from. And that is the idea behind
origin sourcing.

Ms. JACKSON LEE. It certainly is a very fair system to the extent
that it is logical. The question would be whether or not we have
a landscape in America where nobody in some jurisdictions are sell-
ing anything. What you are suggesting is if Houston sells it, wher-
ever it goes, Houston collects it, and Houston gives it to the State
or to the local jurisdiction. But do we have the potential of some
areas where, you know, where there is not that kind of commerce
going back and forth? Do you see any inequities there?

Mr. MoYLAN. Yes. If I take your question correctly, what you are
referring to is this concern that there would sort of a race the bot-
tom, that people would move to States like New Hampshire or
Montana that do not have sales tax in order to avoid collection.
And what I stated in my written testimony is that Congress can
and should make sure that any Federal rule restricts a business’
ability to do that so that we do not have them gaming the system.
I think that is an important——

Ms. JACKSON LEE. Mr. Kranz, I am coming to you, but let me
pose a question, and then you can expand. Can you touch on the
problem as you see with the origin sourcing approach, and then
maybe you want to expand on that question?

Mr. KraNzZ. Well, I will tie it back to the question you asked ear-
lier, which is what is the impact on State revenue. So in Texas, you
have an origin system for intrastate sales, inside the State from
one county to another. What Mr. Moylan and Mr. Cox are sug-
gesting is that we use an origin system between States in inter-
state commerce.
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Well, it would be very easy for me to consult with Texas busi-
nesses and say, here is how you can avoid collecting Texas tax at
all. And while I respect that they think there are ways to prohibit
it, great tax lawyers other than myself will help companies figure
out how to game an origin system very easily. It is why no country
in the world has adopted one. So the impact on Texas revenue

Ms. JACKSON LEE. And what would you offer then?

Mr. Kranz. What would I offer? I think the origin sourcing is
dead on arrival, and cannot be considered as an alternative. So
whatever the framework is that Congress adopts if it adopts any
framework, it has to have a destination regime. All 45 States that
have a sales tax use destination sourcing today. It is only in intra-
state sales where we see origin sourcing. And if you took it out of
the intrastate environment and forced it on the States in an inter-
state environment, you would have dramatic revenue impacts.

Ms. JACKSON LEE. And you believe no State would be left out?

Mr. GOODLATTE. The time of the gentlewoman has expired.

Ms. JACKSON LEE. I thank the gentleman. I will look forward to
adding any questions. Thank you, Mr. Chairman.

Mr. GOODLATTE. The Chair recognizes the gentleman from Utah,
Mr. Chaffetz, who has been exceedingly patient, for 5 minutes.

Mr. CHAFFETZ. Thank you, Mr. Chairman. And thank you for
tackling a tough issue, but something that the States are clearly
scrambling for and wishing to have. I would draw attention, for in-
stance, in my own State of Utah, the joint resolution. We are a fair-
ly conservative State in Utah. Overwhelmingly passed a resolution
saying that we have to deal with this, and allow the State of Utah
to do what the State of Utah wants to do. That is why I think this
bill, the MFA, was not referred to the Ways and Means Committee.
It was referred to the Judiciary Committee because it is an issue
that we should be dealing with in States’ rights. And I think that
is right.

I also want to thank Congressman Womack, who I think got us
off on the right foot in moving in the right direction. I do see that
there are a number of things that I think the e-tailers, if you will,
have pointed out that need to be addressed, that can be addressed,
to make it a better bill. As you know, I am working to try to get
the disparate groups together to try to tackle the audit provisions,
the integration costs, the compliance burdens, particularly that a
small upstart that would have to deal with. How do we phase this
in?

But I think if the Congress will—and we will—tackle those
issues, we can create what I think is the right principle here, and
that is one of parity. I think every one of you have said that parity
is an important principle and an issue.

Mr. Moylan, would you disagree that parity is an important
issue?

Mr. MOYLAN. It is very clearly an important issue, and that is
why I put forward an origin sourcing solution that I think does
that.

Mr. CHAFFETZ. Okay. Hold on. If you agree with parity, I do not
see how you can ever get to parity under an origin-based system
ever because if you are in Oregon and you have no sales tax bur-
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den, and you buy something from, say, the State of New York, you
are going to have to pay that sales tax, correct?

Mr. MoYLAN. That is correct, yes.

Mr. CHAFFETZ. Okay. So if you are standing there in Oregon buy-
ing the exact same thing, and you are paying zero sales tax by buy-
ing it there locally, but if you go over to the internet and buy it
out of New York, suddenly you have got to pay a double digit per-
centage sales tax, correct? That is not parity.

Mr. MoyLAN. Well, I would respond by saying this, that what you
are pointing to gets back to the original point that I made about
who the taxpayer is for the purposes of sales taxes. It sounds like
you are saying that the individual is what you are looking at. What
I am suggesting is that because the business has the legal and ad-
ministrative burden of the tax

Mr. CHAFFETZ. Hold on. Hold on. Let us tackle that issue right
there. When I go to buy something, I get a receipt, whether it is
online or I am there in person. And it is going to have a couple of
line items: cost of the good, the sales tax, and the shipping if there
is shipping. I pay that. It is not the company that pays that.

What I am trying to say, and I think you make a good point in
one regard, if we can diminish the integration, the audit, the com-
pliance, and the integration costs, and smooth those lines so that
whether it is the mom and pop who is trying to do this out of New
Hampshire or Virginia or Utah, wherever it might be, so the big,
big company that does may not have physical presence in every
State. If we can soften that burden, then I think we are onto some-
thing, and we can get to actual parity.

But the problem I have with origin-based is that you never, ever
get to parity. You just do not.

Mr. MoYLAN. I think what we are getting at is the difference be-
tween the legal incidence of a tax and the economic incidence of the
tax. And what you are referring to, the economic incidence, who
bears the financial costs, so to speak, absolutely it falls on individ-
uals, just as every tax under the sun does. The corporate income
tax, as we well know, falls either on workers, on shareholders, or
on customers.

Mr. CHAFFETZ. We are on a different tax. We are talking about
sales tax. When I go and I purchase an item, there is a line item
for sales tax. And what I am saying is, if they are going to truly
have parity, that person in Oregon who chooses to live there, and
maybe they are taxed a different way like in Texas. But if they are
choosing to live in a State that has no sales tax, I think they
should have that parity. Let me go on.

Mr. MoYLAN. May I respond quickly on the parity concern?

Mr. CHAFFETZ. I would just as soon put a knife in the middle of
the room and let you all scramble and fight for it, and I think that
would be much more interesting. But maybe Mr. Kranz can tackle
this one in the comments that we are talking about here.

Mr. KraANZ. Yes. I think Mr. Moylan would be happiest if we
went to a VAT, if we adopted a system of tax that truly and un-
equivocally taxed production. That is different than what we do in
the U.S. today and at the State and local level. We tax consump-
tion. We know where consumption occurs. Mr. Crosby gets his
lunch here in D.C. He is consuming the lunch in D.C. He should
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pay tax here because that is where the consumption occurred. That
is how we tax today.

Mr. Moylan and Mr. Cox’s proposal would upend that and would
impose tax on production, which I think most of us would agree is
not now we want to grow our economy.

Mr. CHAFFETZ. And I do agree. I think taxing based on consump-
tion as opposed to production is something that we ought to be
deeply concerned about.

I have purchased things here in Washington, D.C., and I have
said, you know what? I am a resident in Utah. I should not have
to pay that. I have them actually ship it to Utah, the exact same
good I could buy in Utah, and avoid the sales tax. I do not think
that is right. That does not meet the principle and the standard
that I think we are all trying to get to, which is one of parity.

I do hope, Mr. Chairman, we can bring the disparate groups to-
gether. I do think we can tackle these things as I have highlighted
here. We have to deal with this. Everybody here is trying to do
that. I appreciate that. The States are clamoring for it, and I do
hope, Mr. Chairman, that we deal with this sooner rather than
later, and appreciate this hearing. Yield back.

Mr. GOODLATTE. The Chair thanks the gentleman, and recog-
nizes the gentleman from Tennessee, Mr. Cohen, for 5 minutes.

Mr. CoHEN. Thank you, Mr. Chairman. I thank you for having
this hearing, and I have read your principles, and I agree with
most of them, in particular the tax relief idea. It is similar to the
idea that I have had on a prohibition on discriminatory tax on rent-
al cars and automobiles, not having new or discriminatory taxes in
a certain area. And we should make sure we do not have discrimi-
natory taxes where we tax people in ways that are not really fair
to them.

This hearing is important, and we need to take up the issue of
online sales tax. The State of Tennessee does not have an income
tax, at least on earned income, and is reliant on the sales tax for
services. At one point, other than Mayor Cicilline, everybody here
was from a State—Texas, Florida, who may have just evaded or
avoided us now, and Washington State and Tennessee—that are
non-income tax States. No surprise, I guess, that we are here.

We are losing millions of dollars in revenue that the State needs
to provide services, which they can. So the average citizens are
being heard as well as mainline businesses, which have to compete
with this new technology and a way to buy products that takes
away from their opportunity compete in commerce. This is, of
course, not a new tax. It is just simply collecting taxes that are al-
ready owed, and they are paid by our hometown retail folks, brick
and mortar stores, that have a competitive disadvantage.

I have been a strong supporter of this for many years. I was on
the Executive Committee of the National Conference of State Legis-
latures for 6 years, and I enjoyed my service as a State senator
from some of the 24 years that I was in the State senate. But I
enjoyed all 6 years of being on the NCSL Executive Committee,
and that was one of the major issues the NCSL had for that time,
which goes back over a dozen years, give or take now.

A former colleague of mine, Republican State Senator Bill
Clabough, was a leader working on this issue. And the governor of
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our State, Republican Bill Haslam, has been an outspoken advocate
for the Marketplace Fairness Act, which would allow the collection
of online sales tax to help our State.

I am a proud sponsor of this bill, and it passed the Senate in a
bipartisan fashion last year. And I would have thought the next
logical would be to bring it for a markup, but I understand that
we have to go through the process. And I hope that Chairman
Goodlatte will see the process does go through, and we can pass
this bill. There are concerns, of course, on how it might affect small
business, but I think we can work those out.

Today we have got some new proposals, and I do not know if it
was Jason or whoever it was who wanted to see a knife fight out
here. Well, I am not for a knife fight. I am against dog fights, and
animal fights, and cock fights, and knife fights. But I hope we can
work out these five different principles in a more conciliatory fash-
ion, and come together with a bipartisan solution and legislation on
this problem.

As we are discussing this issue of taxes on remote sales today,
Mr. Chairman, we also need, I think, to examine the issue of sales
tax on digital goods, like downloaded music or apps. There are sig-
nificant changes about which jurisdiction has the right or questions
about which jurisdiction has the right to tax digital goods, which
can lead to substantial confusion and multiple or discriminatory
taxes, which we both oppose.

The former Chairman of this Committee, my good friend, Mr.
Lamar Smith, has a bill which I support called the Digital Goods
Tax Fairness Act. We have a youthful Chairman this year, but I
hope he can remember his senior predecessor and give some allow-
ance and remembrance and give him a little, I guess, feedback and
allow that bill to come up for a vote, and give us a uniform national
framework on that issue, too.

Understanding votes are coming and lunch is in the offing, I give
back the remainder of my time.

Mr. GOODLATTE. The Chair appreciates the gentleman, and rec-
ognizes the gentleman from Pennsylvania, Mr. Marino, for 5 min-
utes.

Mr. MARINO. Thank you, Chairman. Good afternoon, gentlemen.
Thank you for being here. First of all, let me clearly state I am a
States’ rights guy. I think the less Federal Government in my life,
in our lives, the better off we are. But with that said, I am ex-
tremely concerned about the uneven playing field that currently ex-
ists between brick and mortar stores and online retailers.

However, I think it is critically important that any legislative so-
lution to this disparity be very narrowly focused. As we all know,
Congress has a history of trying to fix a problem, and in the proc-
ess creates a dozen new ones. This is a new tax to those from
whom the tax has never been collected. It is a new tax on them
if it has never been collected. And I am one to not support an in-
crease in taxes.

So with that said, Mr. Kranz, could you please give me a brief
sundry list of the complications involved in enforcing the internet
tax, because there is always a complication involved.

Mr. Kranz. Well, you know, tax lawyers need to do something
and so do tax accountants. Fortunately, the world has changed, and
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we now have software. I do not sit down with paper forms and do
my income tax return anymore. There is software to do that. Peo-
ple do not sit down and do sales tax returns on paper anymore.
There is software to do that.

So the burden has shifted, and I think what is being discussed
is should it shift more. Should it shift to the States and the soft-
ware companies, because right now software is out that is avail-
able. In the streamline States they are paying for it, and retailers
do not have to.

Mr. MARINO. Let me stop you there, if I may. I could not agree
with you more. However, many of the small businesses in my dis-
trict in Pennsylvania are owned and operated by family members,
generations, many seniors. And I have seen in numerous situations
where—my mother is 82 years old, and she gets on the internet
and does her tweeting with people. But I have been on the internet
and purchased things here and there.

It is not as simple as just saying there is software out there to
take care of these issues because it is not a one-two step. And if
you are not use to doing something like that, I think it is going to
be quite shocking to the business people and they’ll just throw
their hands up and say we have got a problem here if we cannot
do this. Sir?

Mr. MOSCHELLA. Mr. Marino, I understand that there are over
43,000 zip codes in this country, and if your small businesses are
shipping to locations all around the United States, they are inte-
grating the shipping prices from the common carriers for the post
office. So, you know, if they are able to collect payment electroni-
cally, if they are able to integrate their shipping data electronically,
the State taxes can be done electronically as well.

Mr. MoYLAN. Can I respond to the software issue briefly?

Mr. MARINO. Sure, go ahead, please.

Mr. MOYLAN. The problem with software is that it is all depend-
ent on humans at some level.

Mr. MARINO. Sure.

Mr. MOYLAN. And I pointed this out in my written testimony, the
example in Wisconsin. In that case, it was about the taxability of
ice cream cake and the enormous complexity. There was a 1,400-
word memo about the taxability of ice cream case, the number of
layers of this versus that, whether it is served with utensils.

Ultimately, this is just one example of how humans have to de-
cide is this item taxable, is this in the base or not. And then you
put it into the software, and the software does calculations for you.
But software cannot figure out whether or not ice cream cake is
taxable

Mr. MARINO. I do not dispute that it can be done. I just dispute
that it can be done as simply as we think it can be.

Mr. MOYLAN. I am agreeing with you wholeheartedly, yes.

Mr. SuTrTON. That is absolutely right. The software side of it, if
you read the Marketplace Fairness Act, which I am sure everyone
here has, you will see there are some beautiful exemptions in
there. There are exemptions for the software providers, and there
is what appears to be an exemption for the retailers, the remote
sellers, but it only exempts them if their software provider made
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a mistake. But it is the retailer that keys it in, just like Mr.
Moylan said. So they are not exempted from those mistakes.

Mr. CrosBY. And I think the biggest problem is the ice cream
cake would be melted by the time it arrived.

Mr. MARINO. Not with me around. In the interest of time, I am
going to yield back the balance of my time, Chairman.

Mr. GOODLATTE. The Chair thanks the gentleman, and recog-
nizes the very patient gentlewoman from Washington, Ms.
DelBene, for 5 minutes.

Ms. DELBENE. Thank you, Mr. Chairman. First, I would ask
unanimous consent to submit two letters for the record supporting
remote collection authority legislation, one from the Federation of
Tax Administrators and another from the National Governors As-
sociation, the National Conference of State Legislatures, the Coun-
cil of State Governments, the National Association of Counties, the
National League of Cities, the United States Conference of Mayors,
and the International City-County Management Association.

Mr. GOODLATTE. Without objection, they will be made a part of
the record.

[The information referred to follows:]
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Introduction

The Federation of Tax Administrators (FTA) is an association of the tax
agencies in the 50 states, the District of Columbia, New York City and the city of
Philadelphia.

We very much appreciate the Judiciary Committee’s interest in this issue.
The most critical tax issue facing states is the enforcement of sales and use taxes.
Granting states the authority to require so-called “remote sellers,” including
Internet sellers, to collect sales taxes will level the playing field for competing
businesses, improve compliance with taxes that are already owed and remove

artificial restrictions that inhibit business investment.
Background

The need for a solution to the state sales and use tax collection problem
results from U.S. Supreme Court rulings under the dormant commerce clause
doctrine. The Supreme Court held in National Bellas Hess, Inc. v. lllinois Dep't of
Revenue, 386 U.S. 753 (1967) and Quill Corp. v. North Dakota, 504 U.S. 298 (1992)
that a state may not require a seller that does not have a physical presence in the
state to collect sales or use tax on sales into the state. The decision was based in part
on the complexity of the sales tax system for so-called remote sellers (nonresident
sellers without a physical presence in the state of purchase). While the Court
recognized that this rule would effectively exclude an ever-growing segment of the
retail economy from sales tax, it also noted that Congress could address the issue

through its power under the Commerce Clause.

Since the Quill decision, online retailing and remote sales have exploded as
the Internet has become the preferred way of doing business for many U.S.
individuals and companies. To address the issue of complexity for multistate sellers,

states worked closely with the business community for almost a dozen years to
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simplify administration of sales and use taxes for traditional fixed-base retailers as
well as for remote sellers. A major goal of the Streamlined Sales Tax Project was to

reduce the compliance burden for multistate sellers.

The Project created the Streamlined Sales and Use Tax Agreement. The
Agreement sets out sales tax simplifications states must adopt in order to be
members of the Streamlined Sales Tax Governing Board. The Agreement was
created in November 2003 and became effective on October 1, 2005, when the
requisite number of states simplified their sales and use taxes in accordance with
the requirements of the Agreement. Key simplifications addressed by the
Agreement include state-level administration of all local sales taxes, greater use of

technology, safe harbors for sellers, and uniform definitions.

Additionally, a number of states participated in the Streamlined Sales Tax
Project but, for various reasons, chose not to conform to the Streamlined Sales and
Use Tax Agreement. These states have also been very active in the discussion to
simplify the process for remote-sellers to accurately report sales and use tax. The
issues and concerns raised by the non-Streamlined Agreement states, in part,
resulted in the dual qualification methods included in the current Marketplace

Fairness Act.
Position of the Federation of Tax Administrators

The FTA has long regarded this issue to be a matter of the highest
importance. Legislation passed in the Senate would significantly improve tax
compliance for both large and small states, as well as local governments. At the
same time, such legislation will create a level playing field for the "brick-and-
mortar” businesses and their out-of-state competitors selling to customers in the

state.

FTA therefore supports the enactment of federal legislation that would
authorize states to require remote sellers to collect sales and use taxes on goods and

services sold into the state. A significant number of states have simplified their sales
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taxes and it is time for Congress to act on remote sales legislation. Remote sales
legislation should be self-activating and not require additional federal
authorizations or rulemaking, and it should respect the authority of the states to
govern their own laws, regulations and requirements. Federal legislation should not

incorporate any language that limits state taxing authority.

The most important elements of a bill that would assure the participation of
the greatest number of states under the Act are:
» Authority granted to states that are either:
o Members of the Streamlined Sales and Use Tax Agreement, or
o Choose to conform their laws to federal statutory standards;
» Authority for states to continue to impose origin sourcing for intrastate
sales or sales by non-remote sellers;
> Recognition that states may have additional ways of lowering burdens on
remote sellers and the retention of authority for states to use these
approaches as well;
> Ability for states to designate the specific taxes covered by the generic

phrase “sales and use taxes;”

Y

Flexibility to recognize exceptions from uniform rate and base

requirements;

» A related recognition of the need for a state to have the flexibility to
structure its taxes in a simplified system that reflects the needs of its
citizens;

» Preservation of state authority to require sellers to maintain necessary

records; and

» Exclusion of any mandatory vendor compensation provision.

The FTA urges the House Judiciary Committee to give serious consideration
to legislation that would address the problem of enforcing the sales and use tax,
giving states the ability to collect the revenues already due and retailers the ability

to compete on a level playing field.
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commitments, however, are dependent on the cnactment of legislation this year.

With Senate passage of the Marketplace Faimess Act and the introduction of your legislative principles, Congress
has a clear path to move forward with legislation that will level the playing field for all sellers, increase
competition for consumers and strengthen the sales tax base for state and local governments. We stand ready to
work with you, your staff, and members of the House Judiciary Committee to advance legislation this Congress
that would allow states that enact certain simplifications the authority to require remote sellers to collect and remit

sales taxes.

Sincerely,

QG G-
Dan Crippen

Exccutive Dircctor
National Govemors Association

Dol Al

David Adkins
Executive Director
The Council of State Governments

Clarence Anthony
Executive Director
National League of Cities

NP —— Q
William T. Pound

Exccutive Dircctor
National Conference of State Legislatures

Matt Chase
Executive Director
National Association of Counties

1-0'““ S0 chro

Tom Cochran
CEOQ and Executive Director
The U.S. Conference of Mayors

Robert J. O™Neill, Jr.
Exccutive Director
Intemational City/County Management Association

Ms. DELBENE. Thank you. I just want to thank all of you for
being here today. This is an incredibly important issue, one that
I have also worked on as former director of the Department of Rev-
enue for the State of Washington, which is an original streamline
State and has been very engaged in this for a long, long time. And
I want to highlight how important it is for small businesses that
we address this.

We talk about burden, but if you walk down the street in many
towns in my district, for example, there is a running store in Mill
Creek, Washington called Run 26. The owner there has talked
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about many examples of people coming in, trying on shoes, talking
to sales associates there about what they need, and in the end buy-
ing something online so they can avoid paying that 9.6 percent
sales tax. And that difference is an unfair difference. That 9.6 is
the incentive for someone to buy online.

And in many cases, this concept of what people call show room-
ing is the idea that people are actually looking for help on products
to make decisions on products. And they are using local retailers
to get information and then buying online. And that disparity is a
huge disparity. It is decreasing not only sales tax revenue collec-
tions, but it is also hitting our small Main Street businesses. And
I hear these stories over and over. And so, it is incredibly impor-
tant that we address that and make sure we have an equal playing
field.

Some of the things that have been talked about are compliance
and complications of using software. I can say as a former entre-
preneur who actually helped start up an e-commerce company that
there is technology out there that many small businesses actually
use technology provided by others to do this work today.

But I did want to ask Mr. Crosby, you talked about a consoli-
dated audit agreement in your testimony and in your written state-
ment. And I wanted you to describe in more detail how you think
that would work.

Mr. CrosBY. Thank you. One of the problems that has been
raised with the Marketplace Fairness Act is a concern that remote
sellers would be subject to audit by multiple States. And so, the
easiest way to address that is to simply limit the number of States
that could audit a remote seller. And one concept is to require the
States to enter into an agreement so that a remote seller would
only be audited by one State or a delegate of a State, something
that might be set up by the States together. And then, for each
audit period, which, as you know, is normally 3 years, a remote
seller would at most be subject to audit by one State.

The other option in there is simply to eliminate the audit burden
completely for smaller remote sellers who use certified software so
that the audit liability would fall there.

There have been questions raised on this panel about whether
that is possible. Certainly can write those liability provisions to
protect remote sellers from unnecessary audit, and I think it is
fairly simple to do if this Committee chooses to go in that direction.

Ms. DELBENE. And, Mr. Kranz, how do you feel about that type
of idea, consolidation audit agreement?

Mr. KRANZ. I think it is exactly the direction that Congress
should be going. You know, there is software that is in existence
today. Making sure that it works, making sure that companies can
use it, that everybody is held harmless, that the States provide the
information on a timely basis so that the software works, and that
we all get to the right answer from a tax collection standpoint.
Those are things that can and should be ironed out in the Federal
legislative process. Some of it is in the Marketplace Fairness Act
in the Senate. If you look at earlier versions of the bill from pre-
vious sessions of Congress, there were different things in there.
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So all of the guarantees to make certain that our State and local
sales tax regime works properly in an e-commerce environment can
be addressed by Congress.

Ms. DELBENE. And one more question for you. Some folks had
brought up earlier this idea of one rate per State, yet that would
create a differential between local sales tax and what people did
online. So we have a difference right now where people might have
sales tax collected if they buy at a local store, but not if they buy
online. Would that not also be a problem if there was one rate per
State? Would each still have a difference between what people pay
locally and what they pay online?

Mr. KRANZ. There would be, and, you know, presumably it would
be a smaller tax differential. I do not know if you were here earlier
when I was saying that the one rate proposal really does force a
tax increase in the lower tax jurisdictions. That to me is the big-
gest problem with it.

Even it were only applied to remote sales and you narrow the
scope of the problem, it is a rate difference. It does have economic
impacts, and I do not think it is the right answer for the larger
problem we are facing today. The right answer really is making
sure that software technology information and a system is in place
to deal with the burden.

Ms. DELBENE. I agree. I think we are trying to get to parity
where there is an equal playing field.

Mr. GOODLATTE. The time of the gentlewoman has expired.

Ms. DELBENE. Thank you, Mr. Chairman. I yield back.

Mr. GOODLATTE. The Chair recognizes the gentleman from Idaho,
Mr. Labrador, for 5 minutes.

Mr. LABRADOR. Thank you, Mr. Chairman. Mr. Crosby, I have
heard you say a couple of times, and I am confused by it. You claim
that Mr. Moylan’s idea is taxation without representation. That
analogy just does not make any sense to me. If you choose to go
on the internet and you choose to deal with an out-of-State busi-
ness, you are choosing to do business with that person, just like
you do when you walk to a Washington, D.C. sub shop or when you
walk to a Virginia tire store. So I am not really understanding your
taxation without representation argument.

Mr. CrosBY. Well, Congressman Labrador, let me explain it a lit-
tle bit further. I think there are sort of two aspects to it. The first
is that you are paying tax to a jurisdiction in which you may never
set foot, a State in which you may never visit.

Mr. LABRADOR. But you have chosen to do business with that ju-
risdiction.

Mr. CrosBY. Certainly, but you have no representation there. 1
think under

Mr. LABRADOR. But I have no representation in Washington, D.C.
I have no representation in Virginia, and I choose to go to those
places to do business when I am here in Washington, D.C. And I
do not worry about whether I have representation in their city
council or anything like that.

Mr. CrosBY. That leads me to the second problem. If you go to
this origin sourcing type of system, it is not at all obvious to the
purchaser at the time of the transaction what tax rate will be ap-
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plied. And that is because the concept of origin sourcing requires
you to fix in a specific place where that retailer is.

When someone is looking online, shopping online, they are usu-
ally considering a variety of retailers. It will be impossible at that
point in time to know which retailer is located where. You may
think, for example, that Amazon is located in Washington, and you
would be paying a Washington tax rate. But what if, because Ama-
zon has employees across this country, instead the decision is
where the good is shipped from? You may not know this, but at the
time the transaction occurs, Amazon does not necessarily know
where it is going to be shipped from. That is a separate process
that occurs after the transaction.

Mr. LABRADOR. But they are going to tell you, right, when you
are making the purchase your sales tax is going to be X amount.
Before you hit the send button, you are going to know what tax
rate you are going to be paying, and you may choose to go to a dif-
ferent jurisdiction that does not charge as high a tax.

Mr. CrosBY. The point I am making is that Amazon itself may
not know at the time you complete transaction where it is shipped
from. And so, if the basis is shipping, you cannot use that. As Mr.
Kranz pointed out, if you do something like incorporation domicile,
number of employees, or any other sort of standard, then you cre-
ate a system whereby sellers can incorporate entities and put em-
ployees in them in States that do not have sales taxes, and avoid
sales tax collection all together. So I think——

Mr. LABRADOR. And what is wrong with that? I mean, we have
a competitive environment. It seems to me that we are all sitting
here worried about people actually reducing the taxes at the State
level. And I think we should be for reducing taxes at the State
level and making business more competitive. I am worried that this
is actually going to make business less competitive.

If you listen to what the Chairman said in the beginning is that
where the growth is happening right now is on internet sales.
Every time that we choose to tax something, we kill it. Every time
we choose to tax something less or not tax it, we actually allow it
to grow. Why should that not be what we are actually encouraging
here in Congress?

Mr. CrosBY. It may be that you and I have a difference of opin-
ion over what tax competition. I think when I choose to come to
D.C. and do something here that I am participating in this econ-
omy here. When I choose to reside in my home State of Maine, I
am subject to the tax laws there. When I choose to invest in the
business that I own part of here in Virginia, then I am subject to
the tax laws there.

I do not believe by clicking a button online I am fostering tax
competition. I simply think that is tax arbitrage. And if you go to
an origin sourcing regime, what you are certainly doing is encour-
aging non-U.S. commerce because you are exempting all foreign
companies from collection of any taxes here in the United States.

Mr. LABRADOR. Mr. Cox, what do you think about that?

Mr. Cox. Well, you know, our system at present is one in which
an enormous amount of retail commerce takes place as you de-
scribed; that is, you know, people who buy things in other States.
One of our constitutional rights is the freedom to travel, and people
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travel all over the place. They travel in their cars. They travel on
airplanes. You know, in places like this where States are so com-
pact they can walk across State borders. And I have never heard
anyone complain about the existing system.

And so, you have to ask yourself, should we upend it? Is it some-
how offensive to our American values? You know, I happen to be
here in D.C. It is not like I have a choice of buying lunch in Mary-
land today. I mean, I am going to pay the taxes here whether I like
it or not, and I am not represented here. That is not the issue.
That is a red herring.

The question is, is it a straightforward tax on my consumption,
and the answer is, yes, it is. It gives me the opportunity to put to
rest another canard because I think I heard Mr. Kranz earlier sug-
gest that the idea of home rule and revenue return is somehow a
tax on production and not on consumption, and that is absolutely
false. It is a sales tax. The tax and the economic incidence of the
tax is on the consumer. The money goes to the State where the con-
sumer lives. That is a consumption tax period. It is not at all a tax
on production.

Mr. LABRADOR. That actually was going to be my follow-up ques-
tion. And my time has expired, so thank you very much for your
time.

Mr. GOODLATTE. The Chair thanks the gentleman, and recog-
nizes the gentleman from Rhode Island, Mr. Cicilline, for 5 min-
utes.

Mr. CiciLLINE. Thank you, Mr. Chairman. I would first ask
unanimous consent that the statement of the National Conference
of State Legislatures*** issued today in response to this hearing be
made part of the record.

Mr. GOODLATTE. I apologize——

Mr. CICILLINE. No. I am not just asking unanimous consent that
it—

Mr. GOODLATTE. Without objection, it will be put in the record.

Mr. CiciLLINE. Thank you, Mr. Chairman. I thank the witnesses
for being here. And I am new to this Committee, but not completely
new to this issue. And frankly, as I listen to the testimony and re-
view the materials over the last several days, I am not sure why
we are not acting on the Marketplace Fairness Act. It seems as if
this has been a very long discussion by this Committee. I served
as mayor of a city before I came to Congress, and I have seen in
my home State the impact of the loss of revenue because of online
sales escaping State sales taxes.

The National Conference of State Legislatures estimates that
States have lost $23.3 billion in uncollected tax sales tax from on-
line and catalog purchases in 2002. And my State during that same
time period lost 570.4 million and for all the reasons Congressman
Deutch spoke about. That has an impact not just on revenues and
services in cities and in States, but on services in cities and in
States, but on quality of life, on the prosperity of Main Street, on
the ability of retailers and small businesses to compete. And it is,
frankly, a system that is just not fair to our small business, and
retail districts, and commercial districts, which are the heart and

*#*Material previously submitted, see page 212.
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soul of neighborhoods in many instances at a competitive disadvan-
tage.

So I hope we can move on this. I am a proud sponsor of the Mar-
ketplace Fairness Act. I want to ask Mr. Kranz, you said many of
these proposals were considered and rejected already, so this is not
a nevg discussion. Could you just describe that process for a mo-
ment?

Mr. KrRAaNZ. Sure. This discussion has been going on for decades
really, and legislation was introduced for the first time in Congress
in 1973, more than 40 years ago, to deal with it. So throughout the
last 40-plus years, there have been discussions about origin
sourcing. There have been discussions about reporting regimes.

All of these ideas are not new. And much of the discussion that
has taken place was a collaborative effort between businesses, both
Main Street business and dot.com, and State government rep-
resentatives, both governors, legislatures, cities, counties. They
were all at the table trying to come up with a solution to this prob-
lem. The solution that they have gotten behind has been the
Streamline Sales and Use Tax Agreement and the Senate Market-
place Fairness Act and earlier versions of that legislation.

It really represents an effort by the State government community
to reach their hand out to Congress not for a handout, but to shake
hands and say let us partner, let us solve this problem with a Fed-
eral and State solution that fairly deals with remote commerce.

Mr. CiciLLINE. And I hope we can get to that point because I
know it is very important for my State, and I know it is very im-
portant for many communities.

And I just want to ask, Mr. Moylan, because it seems as if there
had been some discussions as to whether or not this is a new tax
or enforcing an old tax. It clearly it is about enforcing existing re-
sponsibilities in terms of sales tax. I think the only place that it
is actually a new tax is the origin sourcing system because you
have those five States that currently pay no sales tax, and under
your proposal, they would then become taxpayers of sales tax for
the first time. So those are actually new taxes.

Mr. MoyLAN. I would say quite the contrary. What something
like the Marketplace Fairness Act would do is require businesses
in States like New Hampshire and Montana that have chosen to
locate in non-sales tax States to collect and remit sales taxes to
every other State that does have a sales tax. So it takes away from
them a choice that they have made.

And again, this gets back to the issue of who is the taxpayer for
this, and my response to it is that the legal and administrative
burden falls on the business

Mr. CiciLLINE. Well, that is your description of who the taxpayer
is, but the person who is actually paying the tax is going to be the
individual purchaser, correct?

Mr. SurToN. I will tell you——

Mr. CicIiLLINE. I would like to ask Mr. Moylan that question.

Mr. MoyLAN. We have gotten to this discussion somewhat before,
the difference between the legal incidence of a tax and the eco-
nomic incidence. And I would stipulate that, yes, the economic inci-
dence of every tax under the sun falls on individuals. In this case,
the legal incidence of the tax falls on the business, and so for me,
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I think that is the right frame of reference. And in that case, that
is why I support origin sourcing.

hMr. CICILLINE. Mr. Kranz, it looks like you want to respond to
that.

Mr. KrANZ. That is just a misrepresentation of the law across the
country. In a majority of States, the legal incidence is imposed on
the consumer, and where it is imposed on the business, they are
required to pass it through to the consumer. So it is a
mischaracterization of what is out there legally. And it ignores the
reality of the economics, which is only the consumer is is respon-
sible for the tax burden.

b 1\/{{1‘. CiciLLINE. Thank you. I thank you, Mr. Chairman. I yield
ack.

Mr. GOODLATTE. I thank the gentleman. The gentleman recog-
nizes the gentleman from Texas, Mr. Farenthold, for 5 minutes.

Mr. FARENTHOLD. Thank you very much. And I think Mr. Cox hit
the nail on the head in answer to a question from Judge Poe. This
whole thing is about getting the most down with the least squawk-
ing and plucking a goose. And I think legislatures and States see
this is an opportunity to say, oh, well, we did not raise taxes. We
just started collecting more taxes. But I kind of agree with Mr.
Marino who said, you know, this tax was not being collected before
and is being collected now. It sure smells like a new tax to those
of us who pay it.

And I have sat here. You know, I am familiar with the Market-
place Fairness Act, not a big fan of that. I have heard numerous
different proposals here, and it is like we can just punch holes in
each one of them. I still have not particularly heard one that I like.
I mean, I understand the problem, and we are talking about the
administrative burdens of collecting it. And the current system is
kind of fair with that respect.

Mr. Moschella, your mall folks, if there is a fire, they are going
to call the fire department, and in exchange for the administrative
burden of collecting that local sales tax, the fire department is
going to respond. The police are going to come out when there is
a shoplifter, for crowd control on black Friday. The internet retail-
ers are not getting the advantages of any of those services.

So, I mean, yours kind of falls apart on that one to some degree.

Mr. MOSCHELLA. I do not think so. I mean, as I said before, I
want to make two points, one a constitutional one, and then on a
practical one. On the practical side, the Congress

Mr. FARENTHOLD. Quickly because I have got a lot to do.

Mr. MoscHELLA. Congress did this in 2000. It has worked with
regard to alcohol, and it could work under my proposal.

Mr. FARENTHOLD. All right.

Mr. MOSCHELLA. But your question raises an interesting con-
stitutional point of why we are here.

Mr. FARENTHOLD. All right. And I am interested in the Constitu-
tion, but I want to get to the nitty gritty on these. We can talk a
little bit about the Constitution. Mr. Moylan, I think in the answer
to some of your questions you said you should prohibit a business
from relocating to a tax jurisdiction or a lower tax jurisdiction. I
mean, what about, you know, somebody who is selling something
on Etsy in Texas, and their spouse gets transferred to Oregon? I
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mean, are you going to shut that business down? I mean, yours
falls apart there.

Mr. MoOYLAN. No, certainly not. I did not mean to suggest that
we should prohibit businesses from moving. What I meant to sug-
gest is that we should prohibit businesses from setting up fake op-
erations in States like New Hampshire to avoid collection.

Mr. FARENTHOLD. And we have all pretty much agreed we cannot
tax on a foreign jurisdiction. I ordered a computer for my wife for
Christmas. I bought her what I wanted, I confess. But it shipped
from Juarez, Mexico. What is to stop a retailer from setting up just
across the border shipping in? We have got some great border
crossings in Texas, does not cost a whole lot more to ship. You com-
pletely avoid taxes that way. I mean, you could fall apart that way
just on the international end.

And, Mr. Crosby, you talked a lot about building this database
with all these

Mr. CROSBY. No, not me. I am not a fan of——

Mr. FARENTHOLD. Mr. Sutton, I am sorry. Mr. Sutton, of these
databases with all these safe harbor provisions in them. To me,
that is a massive creation of Federal regulation. And then if we
have the government build that reporting database, we see how
good the government is with databases with healthcare.gov. I
mean, we cannot compute our way out of a paper bag here in
Washington. Go ahead.

Mr. SUTTON. I do not disagree that there is definitely complica-
tions, and I got invited to this hearing about 10 days ago and put
that together in the last 10 days.

Mr. FARENTHOLD. And I appreciate that.

Mr. SUTTON. So I understand it has been done before. But I have
been very much an opponent against the Marketplace Fairness Act
for a long time, and something big picture wise. I do not think any-
body in here has grasped, because I have heard a bunch of people
talk about this is not a new tax. Well, if a business is selling re-
motely to Florida right now, the business does not have physical
presence, it is not subject to sales tax, and it is not subject to use
tax because both of those taxes are based on things that happened
in Florida.

If this law passes, all of a sudden that business is going to be
subject to the sales tax in Florida. So it is going to have an incident
of tax where it did not have before. And if it does not pass it onto
the consumer, it is liable for it. If it makes a mistake in calculation,
it is liable.

Mr. FARENTHOLD. And I understand that. Again, I also remain
concerned about the database of stuff going and what is going to
be taxed. I mean, in Texas, potato chips are not taxable if you buy
them at a grocery store, but are taxable if you buy them in a vend-
ing machine. Is the internet more like a vending machine or is it
more like a grocery store?

Mr. SUTTON. The complications on the software side are unbe-
lievable, and it is in the Marketplace Fairness Act, and it is in my
idea. It is on both sides. But I have talked to two different software
providers, one of them who is in this room right now and a huge
proponent of the Marketplace Fairness Act, who says their data-
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bases, their software, already sanitizes private information out of
when it comes out of the vendor. They already do it.

Mr. GOODLATTE. The time of the gentleman has expired.

Mr. FARENTHOLD. I see I am expired, and I appreciate it. And we
did not even get into the privacy concerns——

Mr. GOODLATTE. The time of the gentleman has expired, and the
Chair recognizes the gentleman from Georgia, Mr. Collins, for 5
minutes.

Mr. CoLLINS. Thank you, Mr. Chairman. I think this has been
one of the more interesting debates, proposals. It is something that
I have heard since I have been up here, and also one of the most
interesting things from my district in which I have small business
owners and which I have known and loved. I grew up in my home-
town, and I have been in my office, and I have almost as many
small businesses who did different things come into my office and
say we love this, this is the greatest things since sliced bread. They
read their talking points and they love it. And then I have had al-
most as many businesses come in and basically say this is the
worst thing in the world, and if you do this, the world will end.
Both sides seeming to go to the extremes here.

I think some of the things that I want to go back to, because we
have really killed a lot of these issues, origins and different things,
on how we look at it. I am thankful that the Chairman is taking
this on and presenting principles on what we have to look at be-
cause it is an issue that needs to be solved. Our marketplaces are
changing, in the way of distribution and in the way of a person is
changing.

I think it is also a little hyperbole to talk about companies, and
we have named several here today that are closing stores and
doing things like that. Some of that could just be because they have
a bad sales model, okay? They have never updated. They are not
selling like they should, retail. And there is some of that that needs
to be taken into account here. It is not all, but it is some.

The other question that I have in this really, and I was talking
to my legislative director about this today. What bothers me the
most about this issue right now is that we cannot solve it. But my
issue is that we are so headlong into solving it, which I believe we
need to do because government has got out of picking winners and
losers, which we are doing here, is that we are going to close one
Pandora’s box and open another.

And that is the question that I think I want to talk about. One
is the question of jurisdiction. Anybody wants to take this on. But
when you deal with jurisdictional issues in the Main Street Fair-
ness Act, you know, is the taxing State’s jurisdiction over a remote
seller a choice of venue to enforce an action? Where is that going
to be a process here? Is there an enforcement action based on the
point of sale or the point of consumption? Where would be a juris-
dictional question?

Mr. CrosBY. Mr. Collins, in my proposal I address that. It is part
of the consolidated audit provision that the remote seller would
have choice of venue. So it would enable them to choose the venue
so that they could adjudicate any dispute over uncollected sales
taxes in their home State or in another State in which they do
business.
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Mr. SUTTON. Well, that addresses the civil side, but what about
the criminal side? They are holding trust funds for those busi-
nesses. They are subject to all the criminal laws in Florida. And
by creating this law, did you just allow personal jurisdiction over
those business owners on the criminal side?

Mr. CoLLINS. Well, someone just said earlier concerning, you
know, just making it click, I do not believe brings any jurisdiction.
I am not sure that is true, Mr. Crosby, especially if you deal in
other areas of the criminal code and other areas where if you clock
to a site you are not supposed to be on, you have claimed jurisdic-
tion. They can go after you because you have been on the site.

We are going into an area here that I think is, I almost agree
completely with the gentleman from Utah. Have all of you here,
which I have all been watching and I can see sort of the pattern
going, yes, no, yes, no. It is the faces out here. Is just throw it in
the middle and say fight it, who comes out on top wins. The prob-
lem here is that the bottom line is for all the interest in this room,
it is about the consumer. It is about the American populace.

And I understand State and local governments. I served in the
State legislature in Georgia in which we took this on, and we
passed it. Basically we put the nexus in with the brick and mortars
which took out a lot of our “retail internet stores” where they were
simply just ordering for folks, avoiding the tax, sitting next door to
a place that actually had to charge the tax. We provided the nexus
to a building.

And there has been a lot of conversation, well, Georgia did it, so
we can apply this to the Nation. The nexus was applied to a brick
and mortar. The nexus was not applied to an amorphous, which is
something which is already supposed to have been collected any-
way. We have all talked about that.

All your proposals are interesting. I think, Mr. Chairman, the
question that I have, and maybe just to end it with this. What are
the consequences, and I think we probably need to act here. What
are the consequences if we do not act?

Mr. KraNnz. It is covered in my testimony at length. But I think
the consequences of congressional inaction are that the States will
attack remote commerce on their own. Seventeen States have al-
ready passed legislation to do that. And there is a discussion in the
State tax policy taking place about the States working together as
a group to really coerce remote sellers to collect.

Mr. CoLLINS. And I agree with you, and I want to get this basi-
cally. Another thing that is going on here is if the States and local
governments receive this, then there is some kind of tax, you know,
that we can offset that. And I know some States will say, well, if
we get this, we will offset our own tax rate. I find that very hard
to believe. If you get something that you have not been having,
why move your bottom line? There is going to be a move to try and
do that, but the actual reality there is probably not true.

And with that, Mr. Chairman, I yield.

Mr. CrosBY. Mr. Collins, if you do not mind. A number of States
have already done that. In Ohio, it is unfortunate that Mr. Chabot
left because he asked this question earlier. In their budget last
year, they actually passed a provision that creates a special fund
so that any monies that would come in from remote sales are auto-
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matically diverted to that, and those monies are then used exclu-
sively for a reduction in the personal income tax rate. Whether that
is the right answer for all States I do not know, but it certainly
is for Ohio.

Mr. GOODLATTE. The time of the gentleman has expired. The
Chair recognizes the gentleman from Missouri, Mr. Smith, for 5
minutes.

Mr. SMITH OF MISSOURI. Thank you, Mr. Chairman. Thank you
all for being here, and I am glad to ask a few questions.

Mr. Crosby, my first question is to you. What do you think are
some of the difficulties of integrating the sales tax collection soft-
ware in the existing programs? And also, are there enough pro-
viders of software to efficiently handle collecting and remitting to
customers in other States?

Mr. CrosBY. Thank you, Mr. Smith. I will take the second ques-
tion first. Yes, there are enough software providers doing this
today, ranging from startup businesses to very large businesses
that have been handling payroll in this country for Fortune 500
companies for decades now.

Certainly, if and when the Marketplace Fairness Act or some-
thing else like it passes, that market will grow, and there will be
more providers that enter into it and that are looking to assist re-
tailers in collecting sales taxes.

To the first question about integration, for the overwhelming ma-
jority, probably 99 plus percent of online sellers, the small mom
and pops, very few of them hire their own computer consultants to
design shopping carts. Almost all of them use off the shelf solutions
provided by third parties, whether they are online marketplaces
that are out there or third party software providers. To the best of
my knowledge, all of the certified sales tax collection software pro-
viders that are out there today integrate with hundreds of the most
popular shopping carts. So for those businesses, integration is rel-
atively simple. And I have seen demonstrations for a number of dif-
ferent providers where they actually do the integration right in
front of you.

For larger businesses, maybe the top 500 online sellers in this
country that may have developed their own software to deal with
shipping and orders, there may be additional compliance. But in
my testimony, I have laid out, I think, that the Committee in the
Congress can handle that by providing some allowances for integra-
tion costs.

Mr. SMITH OF MISSOURI. Okay. Thank you. Mr. Cox, in your por-
tion of some written testimony, when you were discussing the prin-
ciples the Chairman released, you have talked about the idea of
fairness. Would you mind elaborating on the issue of fairness when
discussing the different proposals we have heard today?

Mr. CoX. Yes, thank you. And if I might just on integration, in
my written testimony there is data from a recent study of integra-
tion costs for medium-sized businesses with revenues between $5
and $50 million, and the integration costs range from $80,000 up
front to $290,000 up front for these businesses. So it is a real issue.

The fairness question is shot through this whole discussion.
There are constitutional issues because we are talking about juris-
diction and the extent of States’ power, and some of those constitu-
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tional issues are due process issues. And as all the lawyers on this
Committee well know, due process at its core is about fundamental
fairness. So it is both the political question and it is the technical
legal question that we have to resolve.

And we have to ask ourselves at one level is it fair to have a
patchwork system in which brick and mortar sales and online sales
from somebody right next door are in all senses equal, except one.
The answer is no, so here we all are trying to find a solution. Then
when you come to solutions, we have to ask ourselves, all right,
how are we going to get the administrative burdens and the com-
pliance costs down so it is not unfair in that sense?

And what we have found in the deep dive, not just through the
iterations of the Marketplace Fairness Act, but going all the way
back to when we first passed the Internet Tax Freedom Act and
set up the Advisory Commission on Electronic Commerce, is that
while the sales tax itself is part of a competitive differential, the
bigger variable in that equation is the compliance costs. And so, we
are going to have to make some tradeoffs here. There is no perfect
system, as surely this hearing abundantly displays, that neatly
solves every problem and makes everybody walk away with a
smile.

It is difficult to collect taxes. It is especially difficult with the
challenges that catalog sales present, which has not gotten much
discussion here because they do not get the advantage of all the
computer wizardry that we might bring to bear. But that is the def-
inition, I think, of the fairness problem.

Mr. SMITH OF MISSOURI. Okay. Mr. Cox, would your proposal re-
turn the sales tax to the customer State so that it would be used
to pay for the benefits, like schools and first responders, that other
Members have mentioned?

Mr. CoXx. Yes. That is a key feature of it. The money is returned
to the State of residence of the purchaser.

Mr. SMITH OF MISSOURI. Okay. But to that local jurisdiction.

Mr. CoX. Yes. The tax money is treated as would any tax be
treated within that State. So if there is a local piece of it, then the
local piece would go where it belongs.

Mr. SMITH OF MISSOURI. Okay. Thank you, Mr. Chairman.

Mr. GOODLATTE. Thank you. The Chair recognizes the gentleman
from Florida, Mr. DeSantis, for 5 minutes.

Mr. DESANTIS. Thank you, Mr. Chairman. Thank the witnesses.
First, I just think some of the arguments that are put forward I
may not agree with, but I say they are credible. Some do not strike
me as credible. I mean, this idea that States are just going to re-
duce taxes to account for the increased revenue they get here. I
think some States may do that. I mean, I agree probably Scott
Walker will try to do that. But ultimately the legislature has got
to agree to that. And here you would basically be having Congress
imposing a regime that is leading to higher taxes and more rev-
enue for them, so they would be getting the revenue without hav-
ing to pay the political price of having voted to implement that.
And T just think politicians are not going to want free money basi-
cally, and so if they have that, they can spend it. So I do not think
that is really a good argument for it.
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In terms of the representation, I know, Mr. Crosby, you had a
colloquy with Raul Labrador. And it seems to me that if I am here
in Washington and I pay sales tax for lunch is the example that
has been, yes, I am not represented in Washington, but if someone
were to mug me, the cops would come. The taxes I am paying actu-
ally I am somewhat consuming services by being here.

But, yes, you think that that is, I guess, somehow—I mean, for
example, the Marketplace Fairness Act. You do not think that that
would be taxation without representation, because it seems to me
that if I am a business in Florida and the only thing I do is ship
a product to California, if I have no physical presence, I am not
stepping foot there, I am not consuming any services. All I am
doing is shipping something presumably through U.S. mail or a
private carrier. Yet somehow I would be commandeered to be a tax
collector for that jurisdiction. So that strikes me as much more in
terms of a taxation without representation problem.

And we can sit here and say the regulatory burdens essentially
cost these businesses money. So how would you respond to that?

Mr. CrOSBY. I think your first point I would agree with in terms
of, you know, here in D.C. you are certainly getting the benefits
and protections of police, fire, whatever it might be, and so it is not
really a question of taxation without representation.

To your second your point of the Florida business who is ship-
ping to a consumer in California where the business has no phys-
ical presence, unlike Mr. Moylan, I mean, I agree with Mr. Kranz.
The tax burden actually falls on the person in California. So what
we are talking about is the regulatory burden or the administrative
burden of tax collection.

And having been involved in this for nearly 2 decades now, I am
more than convinced that this Committee can craft this legislation
that will dramatically reduce, if not eliminate, that burden. I have
seen the software work. I know businesses

Mr. DESANTIS. Do you believe that the Marketplace Fairness Act
created a substantial burden for those retailers in that situation,
or do you think that that was acceptable?

Mr. CROSBY. So the Marketplace Fairness Act, you know, to your
point about sort of State action, would require a State to do some-
thing before it would be able to authorize the authority and require
remote sellers to collect. In those things that it would be required
to do, there are some substantial simplifications in there. Is it
enough? Probably not. There are things that this Committee can do
that could strengthen it.

So, no, I think certainly there is no burden less than doing noth-
ing. Remote sellers are not collecting now. Anything you do that re-
quires collection is more than what they are doing now because
they are currently doing nothing. So there will be some burden.
The question is, can you balance the burden on them with the bur-
den on the consumer currently who is required, if they are being
diligent about their taxes, to pay their use taxes, and the State and
local governments who are currently, because of a Federal pref-
erence, unable to collect that revenue?

Mr. DESANTIS. So I take that point, but I do think there is still
a lack of a political accountability because if you are being audited
by somebody in another State, or even if they do not even get that
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far. Even if there are just requests for payments or people are
pinging you, ultimately how you are treated by them, you are not
going to really have a direct way to affect that.

Now, in terms of the advantage from kind of a remote retail
model, Mr. Kranz, how would you respond because it seems to me
just looking at what has happened recently, you do have actually
a lot of online retailers who have actually expanded their physical
presence into additional States. And so, if that is true, then why
have we seen that behavior? Would the idea that this is such a
boon?to be an online retailer not have incentivized them to con-
tract?

Mr. KraNzZ. I think what we are seeing throughout the retail
world is a recognition that consumers want what is called bricks
and clicks. They want retail stores. They want to be able to order
online 24/7 when the retail store is not open. So it is not surprising
that business models have changed over the last decade, and we
went from pure brick Main Street retailers and pure online retail-
ers to a world where often companies have both a physical presence
in some States, maybe stores or warehouses, distribution centers,
and an online presence that is available to consumers 24/7.

Mr. DESANTIS. So there must have been something about doing
that in spite of how the tax would be treated if they were to remain
in one jurisdiction that incentivized them to do it. In other words,
the tax was not the only issue. There were consumer demands or
whatnot, so I appreciate that.

Am I out of time?

Mr. GOODLATTE. Your time has expired.

Mr. DESANTIS. I am out of time, so I will yield back to the Chair-
man. Thank you.

Mr. GOODLATTE. The Chair recognizes the gentleman from Texas
for 5 minutes. I would note that if he is brief, we might get both
remaining Members in for a few minutes.

Mr. GOHMERT. Okay. We will try to accommodate that. Appre-
ciate everybody’s testimony here today. And there has been a lot
of discussion about avoiding penalizing brick and mortar. That is
a huge problem I hear about in the district. But instead of getting
the Federal Government so much more involved, which is a huge
concern of mine. I know some people think, yes, if we just get the
Federal Government involved, that will solve our problems. And
they learn too late that that is not the solution—hello, Obamacare.

But is there a way to just encourage more collection of current
use taxes without getting the Federal Government so involved?
Anyone who cares to interject.

Mr. KraNz. I will jump in here because over the last 15 years
there were discussions that said Congress could pass a one-sen-
tence bill that simply overturned the Quill decision, and left it to
the States to figure it out from there.

Mr. GOHMERT. What do you think of that?

Mr. Kranz. Well, it is a solution, but it is a fairly dramatic one
that does not give remote sellers any protection. It does not guar-
antee that software will be available. It does not solve the burden
question. It leaves that question entirely to the States.

We have seen the States working to solve the burden problem for
15 years in the streamline effort. It is really up to you, though. Do
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you want to just turn it over to them entirely? And if you do noth-
ing, I think you are turning it over to the States entirely. They will
figure out how to attack this one way or another.

If you think that that is not the right approach to protect sellers,
then you need to do a framework. You need to have a framework
that is put together by the Federal Government.

Mr. GOHMERT. And, of course, another problem is, and it has
been discussed. But if you have an origin tax, I did not hear any
solutions, but what is to stop people from moving out of the country
where there is no tax, and then they do not have an origin prob-
lem? And my friends across the aisle love to talk about penalizing
people that move businesses out of the country and then create sys-
tems where it completely encourages the very thing they decry.

But one other quick thing. Is there a solution for origin tax that
would not drive businesses out of the country?

Mr. MoOYLAN. Mr. Gohmert, if I could respond to that. I think
that the first thing to point out is that that incentive already exists
under current law, that if you are a business that is located over-
seas, or inside the country to move to New Hampshire or whatever
to avoid sales tax collection. Mr. DeSantis pointed out that the ex-
perience has actually been that businesses have been expanding
their physical presence and building more in the United States pre-
cisely because of Mr. Kranz’s point that it seems as though the
model of the future will be a kind of brick and click hybrid.

And so, there is one point I wanted to make on complexity that
I think is important. There is new data out this morning actually
from the Tax Foundation that says that the number is not 9,600
tax jurisdictions. It is $9,998, so we are almost at the magic 10,000
mark. And what that says is that all of these suggestions that soft-
ware can just solve that problem I think are overblown. And I al-
ways point to the example of Turbo Tax. If you think that Turbo
Tax has solved income tax complexity, then you must think that
software can solve sales tax complexity. And personally, I do not
think that Turbo Tax has solved income tax complexity.

Mr. GOHMERT. But is that not what our Secretary of the Treas-
ury was using when he could not figure out the——

Mr. MOYLAN. A perfect example of somebody who ought to know
better who did not, and there are many of those in the sales tax
world as well where you have sometimes honest mistakes. Surely
there are fraudulent examples as well. And this is very difficult
to

Mr. GOHMERT. I would ask that anybody that has any further
input. I know you guys have been going for a long time, but would
welcome any proposals in writing. I know you have provided writ-
ten testimony, but I would yield back.

Mr. GOODLATTE. The Chair thanks the gentleman for yielding
back, and recognizes the gentleman from California for whatever
time we can squeeze out.

Mr. IssA. Thank you, Mr. Chairman. When Henry Hyde chaired
this Committee, he often said that even though, you know, some-
body goes last, it does not mean they cannot come up with an origi-
nal question. I am going to try to live up to that Henry Hyde expec-
tation.
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Mr. Cox, you and I served together, and a lot of these things do
go back to that assumption that we had to not tax the internet for
it to prosper. So let me ask a couple of quick questions, and I will
accept, unless somebody has an absolute no, that everyone I saying
yes. Mr. Cox, is it not true that we are supposed to regulate inter-
state commerce?

Mr. Cox. Yes.

Mr. IssAa. And by definition, interstate sales are interstate com-
merce. So we have a mandate that we are not living up to by not
dealing with this problem, would you not agree?

Mr. Cox. Yes.

Mr. IssA. And is it not true that as a California resident now,
or always been a California resident, but back in California if you
order something from out-of-State and have it shipped to your
home in Orange County, and you do not pay sales tax, you are vio-
lating California law. Is that not true?

Mr. Cox. That is correct. Our laws are enforced about the same
as our immigration laws. [Laughter.]

Mr. IssA. So I will mention that if my old company were to order
something from out-of-State, they get audited every single year by
multiple jurisdictions, including California, to see if we bought any-
thing and had it shipped to California. So there is some when it
is more feasible.

So just a quick question. Since you would be breaking the law
if you do not pay the tax, part of what we are considering is reliev-
ing the burden on whatever portion of $318 million who live in the
45 States in which they would be breaking the law if they do not
pay tax. In a sense, we are fixing a problem of some large portion,
nearly 300 million lawbreakers. Is that not true?

Mr. Cox. Yes. Mr. Crosby just mentioned this, you know. Be-
cause in theory, and it is mostly theory, everybody in America in
a sales tax State owes use tax. When they do not pay the sales tax
on out-of-State purchases, we are relieving them of their theoretical
sin.

Mr. IssAa. So I am going to ask you a rhetorical question. If we
simply made interstate commerce report out-of-State sales to the
State in which it was sent to, meaning we send the data on 10 mil-
lion sales from Florida or Oregon, require they be sent to Califor-
nia’s Sacramento, you know, Ouija room, and they had the names,
the addresses of all these shipments, in a sense, would we not al-
most guarantee that the residents of every State would say, please,
stop burdening me. Find a solution. I do not want to get this, so
I want my vendor to collect this tax because I sure as heck do not
want to have to deal with 45 different purchases I made.

I mean, in a sense we are dealing with if the American public
were forced to recognize the law that they are not supporting in
their own State, we would have an outcry of hundreds of millions
of people asking us to fix this, would we not?

Mr. Cox. Well, I think it is fair to say that if you take a look
at the behavior of the State legislatures and governors, that the
last thing they want to do is enforce use taxes on their own citi-
zens. And so, what they would much prefer to do is impose those
burdens on people that do not live in their State.
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Mr. Issa. Well, there is no question that the State of California
has been very good at finding ways to try to get other people. They
are currently trying to say if you sell a building in California in a
1031 exchange, they would like to tax that 20 years later if you sell
the building. And we are very aware of California’s long arm.

Mr. SUTTON. You asked the question

Mr. IssA. Yes.

Mr. SUTTON [continuing]. That if we disagreed with your first
comment to speak up. I do not believe Congress has the obligation
to interfere with State commerce. I believe it has got the power to
do it, and it was given to it by the States because the States when
this country was founded knew that the States were not good at
doing this. It was a horrible mess in the Articles of Confederation.

Mr. IssA. Okay. Well, let me ask one exit question because my
time is expiring. Does anyone on this panel, are they willing to say
here sort of under oath that if we fail to fix this, we are not, in
fact, dooming brick and mortar shops who find themselves in Cali-
fornia at over 8 percent disadvantage to the person that walks into
the shop, looks at that TV, and then buys it on the internet and
has an 8 percent advantage to somebody who is not paying the tax?
Is there anyone that actually would tell me that we are not dealing
with an inequity that is adversely affecting the normal flow of com-
petitive commerce?

Mr. MoyLAN. I would respond briefly and say I think “doom” is
perhaps a strong word. But you are getting at the issue of show
rooming.

Mr. IssA. Is it not unfair competition?

Mr. MoYLAN. Right, the inequity of the sort of show rooming
issue. And this is something that I think is really important to
point out that we have not yet in this hearing, which is that the
show rooming concept

Mr. IssA. Is that not part of our

Mr. GOODLATTE. The time of the gentleman has expired. All time
has expired.

Mr. IssA. Thank you, Mr. Chairman.

Mr. GOODLATTE. There is 1 minute and 56 seconds left in this
vote. I apologize I will not be able to get down and say hello to the
panelists. You all did a great job.

This concludes today’s hearing, and I thank you all and everyone
for attending.

Without objection, all Members will have 5 legislative days to
submit additional written questions for the witnesses or additional
materials for the record.

The hearing is adjourned.

[Whereupon, at 1:34 p.m., the Committee was adjourned.]
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